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On behalf of the Taleo management team, | am pleased to
report our excellent performance in 2005. We strengthened
our brand and position as the recognized talent management
leader with record revenues, global expansion, new prod-
ucts, and unprecedented volumes on our pure on demand
infrastructure. We delivered strong top line revenues that
exceeded expectations and experienced strong demand
and adoption of our solutions across all customer segments.

Key Financial Results

We continued our record of growing our revenue with a 34
percent increase to $78.4 million in 2005. While investing
heavily in our R&D, we increased our pro forma operating
margin by 11 percent from -8 percent to 3 percent from
2004 to 2005, which correlates to an operating margin
increase of 10 percent from -9 percent to 1 percent on a
generally accepted accounting principles (GAAP) basis over
the same time period.

For 2006, we are committed to expanding our profitability
margins while investing in the business. We intend to
maintain and extend our ieadership position to capitalize
on the continued growth of the talent management market.

Talent Management Market Growth

A combination of global factors including the scarcity of
skilled workers, low unemployment rates, and an aging
population has renewed the battle for the best talent.
Organizations are recognizing talent as the key to competi-
tive advantage. To attract, hire, develop, and retain top talent
at the enterprise level, they need to adopt the efficiencies of
consistent automated processes.

Talent management is increasingly topping the list of fund-
ing for corporate initiatives. Taleo is positioned as the clear
leader at the early stage of a very large market opportunity
driven by the increasing demand for talent management
solutions. Our proven track record of customer success and
value creation at many of the world’s largest global enter-
prises has established Taleo as the solution of choice.

Talent Drives Performance

Crganizations with automated talent management processes
realize measurable performance improvements. A recent
study commissicned by Taleo and conducted by Cedar-
Crestone reported that our customers average a 27 percent
reduction in time to hire, a 30 percent reduction in cost to
hire, and measurable improvements in the quality of hire.
These talent related performance benefits are not simply
anecdotal or isolated. They are measured, documented, and
consistently repeated by organizations worldwide that use
Taleo talent management solutions.




Customer Success

In 2005, our number of customers increased from 273 to
421. This growth was spread across our market segments
including large enterprise, small and medium business
(SMB), and across our key verticals. The breadth and depth
of our solutions has helped to establish Taleo as the talent
management leader with some of the largest Fortune 100
customers from the financial services, retail, manufacturing,
high technology, and healthcare industries.
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In the enterprise segment, we now serve 28 of the Fortune
100. Cur SMB customer count has grown dramatically
since our acquisition of Recruitforce.com. The amount of
contract workforce spending managed by Taleo Contingent
topped $416 milion. Leading human resource outsourcing
(HRO) providers including Accenture, ADP, Alexander Mann,
Convergys, Fidelity Employer Services Company (FESCo),
and Hewitt work with Talec on their complex customer
engagements.

On Demand Leadership

We are an acknowledged on demand talent management
leader with the only proven world class infrastructure that
meets the complex talent needs of global enterprises. In
fact, IDC ranked Taleo first among worldwide on demand
talent management vendors. In 2005, we processed 2.6
billion customer transactions, enabled 578,195 hires, and
served 527,000 registered users. While supporting these
large transaction volumes, we are delivering over 99.9
percent uptime,

Since 1999, we have processed 35.5 million candidates.
We average only eight weeks to deploy our solution in
enterprises. Our customer satisfaction rating is 97 percent,
according to the CedarCrestone customer survey. At the
close of 2005, 100 percent of our customers were running
the most recent release of our solutions. Each of our
products runs on one code line. We've had zero failed
implementaticns. In summary, no other on demand software
provider does what we do.

Annual Application Revenue

Looking Ahead

In 2005, we built a solid foundation to further extend our
leadership position, led by a global management team
experienced in managing high growth companies. Our IPO
provided the capital to strategically expand. We invested in
our on demand infrastructure and R&D to support our
growing user base. And new international management
leadership will accelerate our rapid expansion into the
European and Asia Pacific regions.
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We are excited about our financial results and the strategic
investment value of our cash reserves. But our strongest
assets are the experience of our management team, the
talent of our employees, and the support of our growing
customer base made up of leading organizations around
the world.

Taleo has several competitive advantages—our unrivalled
technology, high customer satisfaction, and innovative
people. | am confident these strengths—combined with
our thought leadership, winning attitude, and attention to
detail—will drive our performance now and in the future for
our shareholders.

Michael Gregoire

President & Chief Executive Officer

Slnoerely,
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. PART I
ITEM 1. BUSINESS - .

Overview , o ‘ :

We deliver on demand talent management solutions to organizations of all sizes. We enable organizations
to recruit, assess and manage their workforces!for improved business performance. Organizations seek to
improve their talent management processes not-only to reduce the time and costs associated with these
processes but, more importantly, to enhance the quality, productivity and satisfaction of their workforces.
Taleo customers use our solutions to achieve these goals. Our solutions enable our customers to better align
workforce skills and competencies with business needs, build a higher quality workforce, increase employee
retention and productivity, reduce the time and .costs associated with talent management, increase process
consistency and ease the burden of regulatory compliance. Our solutions are highly configurable, enabling our
customers to create variable workflows to address the unique talent management requirements associated with
different employee types, locations, and-regulatory environments. This flexibility allows us to deliver tailored
solutions without the need for source code customization. Our solutions-support workforce analytics, such as
staffing metrics reporting, process benchmarking: and employee skills inventory management. We deliver our
solutions on demand through a standard web browser. Our vendor hosted model significantly reduces the time
and costs associated ‘with deployment of tradifional software solutlons by eliminating the need to 1nsta11
additional hardwaré and software to Tun our solunons -

" We market our enter‘pnse talent management solution, Taleo Enterprise Edition, fo medium to large-
sized organizations through our direct sales force and ‘indirectly through our strategic partnerships with
business process outsourcing prov1ders We market our talent management solution for small to medium-sized
organizations, Taleo Business Edition, through our telesales team and Internet marketing efforts. We deliver
our solutions to“approximately 420 customers. Our customers include many of the Fortune 500, as well as
small to medium-sized orgamzatlons from a varlety of 1ndustrres

We are a Delaware corporation and were inc‘orpor’ated in'May 1999. In November 1999, we entered into
an exchangeable share transaction with a Quebec corporation, 9090-5415 Quebec Inc. As a result of the .
transaction, the corporation became our subsidiary and its shareholders exchanged their shares for non-voting
exchangeable shares, which through various agreements entitle the holder to exchange each exchangeable
share for a share of our Class A common stock on a one-for-six_basis. Taleo (Canada) Inc., our Canadian
operating subsidiary, is a wholly owned subs1d1ary of 9090 5415 Quebec, Inc. and the majority of our research
and development efforts are conducted through Taleo (Canada) Inc.

In October 2003, we acqurred White Amber Inc The White Amber acqursmon expanded our offerings
to provide the technology and expertise to manage talent for contrngent or temporary, and contract workers.
The White Amber solution has become Taleo Contlngent our solution for managing temporary staffing
requirements of large organizations. In March’ 2005, we acqulred Recruitforce.com to expand our product
offerings into the market for small t6 medium- s1zed organizations. Recruitforce.com’s product offering has
become Taleo Business Edition™, our talent management solution that can be accessed and used through a
self-service model by small to medium sized oréanizations stand-alone departments and divisions of larger
organizations, and staﬁing companles In October 2005 we completed our initial pubhc offering.

Our principal executive offices are located at!575 Market Street Erghth Floor, San Francisco, California
94105. Our telephone number is (415) 538- 9068 tand our website is located at www.taleo. com; however, the
information in, or that can be accessed through our website is not part of this report. Our annual reports on
Form 10-K, quarterly reports on Form 10-Q, current reports on Form 8-K; and amendments to such reports
are available, free of charge, on the “Investors Relations” section of our website (www.taleo. com) as soon as
reasonably practicable after we electromcally ﬁle such material ‘with, or furnrsh it to, the Securities and
Exchange Commission. ~




Our Industry and Market

Talent management is a complex process with multiple, interconnected elements that together play a vital
role in attracting, assessing and enhancing the quality and satisfaction of an organization’s valuable human
capital. Many organizations no longer view human capital solely as an expense to be minimized, but instead as
an asset to be optimized. This shift in thinking has mirrored the evolution of talent management from a
manual, paper-based practice to a technology-enabled, organization-wide process.

Over the past few years, organizations have automated most critical business functions. While this
automation has generated large volumes of data and business information, the critical knowledge within
organizations resides with employees. Accordingly, much of the value of the organization resides in its-human
capital. To increase their return on investment in human capital, organizations have begun to shift their focus
from traditional cost-and time-per-hire metrics to more, strategic considerations such as time-to-productivity,
internal mobility and employee retention, and employee contribution measures. Systematically pursuing these
goals increases overall workforce productivity by enabling effective assignment and redeployment of talent
more optimally aligned with business needs. A comprehensive view of talent management requires solutions
that not only automate discrete recruiting transactions, but also improve the effectiveness and consistency of
staffing processes through a more consistent competencies inventory management process, thereby increasing
the quality of hire, employee retention, and productivity..

According to data from the Bufeziu of Economic Analysis, an agency of the U.S. Department of
Commerce, the amount spent on U.S. labor in 2004 was approximately $6.6 trillion, or 57% of total gross
domestic product. With labor comprising such a significant percentage of corporate cost structures, many
organizations have acquired technologies and outsourced staffing-related functions in an effort to reduce costs
and improve efficiency of their human capital assets. In October 2004, an independent market research firm,
International Data Corporatlon or IDC, estimated that recrultmg and staffing service spending would grow
from $29.9 billion in 2003 to $47. 1 billion by 2008, a compound annual growth rate of 9.5% during that period.
A fast growing component of this aggregate IDC forecast, the end-to-end hmng process automation solutions
market, is expected to grow from $239 million in 2003 to approximately $727.9 million in 2008, which
represents a compound annual growth rate of 24.9%. This estimate does not include the market for end-to-end
hiring process automation solutions outside of the United States, but we believe that a market exists for these
~ solutions outside of the United States. '

The Benefits of Our Approééh L

In order to sustain a competitive advantage in today’s knowledge cconpihy, most organizations must
capitalize on human capital as their most important asset, not only optimizing staffing, but also talent
management and employee mobility processes. Just as supply chain optimization maximizes the return on
physical assets, our talent management solutions help maximize the return on human capital by enhancing the
alignment of workforce to business needs, increasing the quality and speed of hires, enabling the assessment
and skills inventory of employees and promoting effective, employee mobility. By driving organization-wide
participation in the talent supply chain, we help our customers to establish systematic processes and enable
these processes through the use of our configurable technology to increase the quality and satlsfactlon of their
workforces.

The key benefits of 'our solutions include:

Systematic Approach to Talent Management Processes. Our solutions standardize talent manage-
ment to-help organizations place the right individuals in.the right. positions, at the right time. This
systematic approach enables an organization to significantly reduce the time and cost associated with
talent management processes and the inevitable variance in the quality of employees that results from
non-standard processes. Our solutions also document. each step in the talent management processes,
creating an audit trail that reduces the risk associated with failure to comply with various regulatory
requirements established by government agencies. Our systematic approach extends to workforce
mobility within the organization to increase the retention of strong performers.

2
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Comprehensive Suite of Solutions. .Qur talent management solutions address the needs of organi-
zations of mary sizes and those with diverse workforces that include professional, hourly and temporary
staff. The extensive configurability of our solutions enables our customers to design workflows to meet the
different needs of centralized and decentrahzed organizations within diverse business units and geo-
graphic regions. Our customérs use our solutlons to address thelr talent management needs as their
businesses grow and evolve. ‘

Embedded Domain Expertise. We have developed an extensive knowledge base of staffing models
that we call talent topologies. This knowledge base -accelerates the recognition and implementation of
industry-specific. staffing processes within various geographic regions. The Taleo Talent Topologies
Knowledge Base reflects years of industry experience which allows:our: customers to benefit from a
diverse library of best practices, workflows and other solution content that we have developed in their
industry through previous successes.

Ease of Use and Integration. We have designed our solutions for ease-of-use by non-technical
staffing professionals, managers, candidates and employees. The intuitive look, feel and operation of our
applications ‘allow users to rapidly realize the benefits of our solutions and reduce the amount of user
training required to deploy our applications. The combination of the power and simplicity of our
technology has driven high rates of user adoption within our customer deployments. We also provide
integration solutions that enable our offerings to be.quickly integrated with enterprise resource planning,
or ERP systems and with the systems of add1t10na1 staffing services prov1ders

TalentAnalytzcs Our solutions 1nc1ude talent analytics tools that enable our customers to track the
efficiency and effectiveness of their talent management processes. Our solutions allow customers to
design different workflows for various human:capital-and staffing departments within their organizations.
Our analytics tools provide an organizatjon- w1dc view of the talent management processes and results. By
measuring the results of talent management processcs across an organization, our customers can refine
best practices within their organizations, thcreby improving the overall effectiveness of their talent
management processes.

Increased Workforce Productivity. - Our customers use our solutions to reduce the time-to-hire and
the time-to-productivity, and to increase the agility of the workforce. We maintain extensive databases of
candidate and employee skill sets, assessments, and job requirements so our customers can more
accurately match individuals to positions. Qur solutions match individuals with the requisite skill sets to
the appropriate jobs, thereby reducing the average, learning curve and time to productivity for new hires
and employee transfers, Our solutions allow employees to more easily transfer to new positions within the
organization that match their skill sets and preferences, a process that fosters increased retention of
employees. ‘ -

The key bcneﬁts of our business model include: ‘

Edse of Deployment through the On Demand Model. Our hosted, on demand delivery model
enables our customers to deploy our solutions: quiékly,‘by avoiding the time required to procure, install,
test, implement and maintain the hardware and software needed to support traditional client/server
applications. Our consultants are available to assist customers in the deployment of our solutions and help
them define and implement their talent management processes. Our delivery .model also allows our
customers: to benefit from the ongoing imﬁrovements of our solutions without enduring the time
consuming and costly process of a system-wide upgrade. Finally, we believe that our on-demand model
facilitates the distribution of our solutions to geographically remote marketplaces.

‘ Single Version of Application Source Code. We maintain a single version of each release of our
- software applications. By eliminating the significant expense associated with customization, we are able to
focus our development investment on improvements to our existing applications, as well as new
applications, that benefit all of our customers. Qur delivery model enables us to upgrade all of our
customers to new versions of our solutions more quickly and easily than traditional software models. The
standardization of our code base not only reduces the cost of our solution but also facilitates the rapid
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- delivery of enhanced technology to our customers. Furthermore, through in-depth quality control and
testing within our controlled 1T environment, we believe our configurable solutions deliver h1gher levels of
- reliability than customized individual solutlons ‘

Configurability.  We build extensive conﬁgurablhty into our solutions so that our customers can
deploy our applications in a manner consistent with their business drivers. Such flexibility enables us to
configure our functionality for a specific industry or type of hire, such as recent college graduates or
experienced engineers, without the need for customized code. Our configurable solutions serve the needs
of complex organizations that have different requirements in different locations and business segments,
yet require organization-wide availability, reporting and employee mobility. Customers also have the
ability to enable or disable SpCClﬁC functionalities, structuring their solutlons to meet specific business

* needs.

Secure, Scalable Infrastructure. We have designed our infrastructure to scale with the needs of our
current and future customers. We maintain the security infrastructure to offer access to our solutions via
a point-te-point virtual private network or a. single-sign-on within our customers’ domains. Our Java-
based applications run on standard hardware and software and are load-balanced across multiple servers
to maximize availability. Each tier of our architecture has been configured for independent operation and
scalability to provide customers with-performance and reliability.

Lower Total Cost of Ownership. Our hosted, on demand delivery model reduces the total cost of

ownership for our customers- by shifting the expense of designing, procuring, installing, testing and

. maintaining the. infrastructure.needed to support our applications to us. By delivering our solution on a

. shared, yet secure, infrastructure, we enjoy economies of scale in-our deployments that our customers
could not achieve through a proprietary implementation..

Recurring Revenue. 'We sell our software using a subscription model ‘that provides increased levels
of recurring revenue and long-term predictability relative to perpetual license models. Our typical
subscription agreements run approximatély two to three years in duration and we have enjoyed high
renewal rates since we began offering our solutions. We believe that the recurring nature of our
subscription fees provides an-ongoing base of revenue that helps us to better predict our financial
performance in future periods. | ‘ .

Our Strategyv

Our strategy is to become a leadmg global prov1der of talent management solutions. Key elements of our
strategy include: o

Extend our Technology Leadership. We believe we have established advanced technological
capabilities and competitive advantages through extensive development on a single platform. As of
December 31, 2005 we employed 194 professionals in our product management and development
organizations who support an integrated solution platform that is highly configurable to meet the diverse

_ needs of our customers. We intend to leverage our experience and our development resources to enhance
our technology and capltahze on the talent management market opportunity.

Expand our Solution Offerings. We plan to expand our suite of solutions .to dehver more value to
our customers through our internal -development initiatives, such as our Taleo Hourly™ solution
enhancement introduced in February 2004 and our Taleo. Contingent upgrade released in September
2005. We may also pursue strategic acquisitions to broaden our suite of solutions, such as our acquisitions
of White Amber in October 2003 to add a-contingent staffing solution and Recruitforce.com in March
2005 to add a solution that addresses the needs of small to medium-sized organizations. We intend to

" develop solutions that address additional aspects of enterprise talent management, which involves the
integration_of comprehensive and dynamic sources of human capital demand and supply with decision
support and business analytics.

‘Build Upon our Domain Expertine. We have compiled extensive industry-specific talent manage-
ment knowledge in a.structured platform that we call our Talent Topologies Knowledge Base. We will
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continue to work closely with our customers to further enhance -our content and technology offerings to
meet the unique needs of specific vertical markets :

Increase Penetration of our Existing Customer Base We have approxrmately 420 customers many

of which are large orgamzatlons that havel not deployed all of our solutions throughout their entire

“ organlzatlon We intend to cross-sell our ex1stmg solutlons and our future solutions to our existing
, customer base

. . . - . N RET P
e . . .

Partner wzth Addztzonal Leading Busmess Process Outsourcmg Orgamzauons We‘ intend to
establish our solutions as the accepted standard for talent management practices at leading business .
process outsourcing, or BPO, orgarnizations. We intend to invest in our partnership strategy to gain access
to organ1zat1ons that have chosen to broadly outsource human résource functions:

 Expand our M ultmatlonal Presence We believe the i 1ncreas1ng global1zat1on of large organizations .

“provides us with substantial opportunmes ‘to eaprtahze on our leadershlp in global deployments. We
“intend to expand our efforts to deploy our solutions to more compames that are based outside of North
'America. We also intend to enhance our multinatiorial functlonahty and contmue to invest in our
international sales, marketing and customer support orgamzanons

Expand our Target Market Opportunzty We intend to srgmﬁcantly expand our customer base
'.beyond large orgamzatlons to include small to mediur- s1zed orgamzat1ons through marketing campalgns
offermg our Taleo Business Edition product line.
Our Solutions ’
| We offer two suites of talent management soluuons Taleo Enterpnse Edition and Taleo Business Edition.
Taled Enterpnse Edition is designed for medium to large sized, multi-national organizations and addresses
multrple staffing types, including professronal hourly,. tradmonal contingent and project-based contractors
with support for mult1ple languages as well as drﬁenng geograph1c and ‘cultural requlrements Taleo Business
Edition is designed for small to medium-sized organ1zat10ns stand alone departments and d1v1s1ons of larger
organizations, and staffing companies.

. We spec1ﬁcally design solutions to be del1vered on demand through 4 ‘standard web browser. Our
solutlons are accessed through intuitive. apphcatrons deslgned for corporaté recruiters, managers and system
administrators. The ‘candidate-facing portions of’ Taleo Enterpnse Edition are available in 15 languages
mcludmg Chinese and Japanese Taleo Business Ed1t10n is currently ava1lable in?2 languages

IR
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Taleo Entérprzse Edition

Taleo Enterprrse Edition includes three pnmary product offerings that enable large, complex organiza-
tions to successfully manage talent. We also provide add—on modules that allow our solutions to be tailored,
meetmg the specrﬁc needs of our customers. Our three pnmary product offenngs dre:

Taleo ProfesszonalTM enables organizations to manage professional, non-hourly talent management
functions, including attracting and evaluating candidates and employees, matching skills against job
opportunities, candidate relationship management and internal employee mobility. Taleo Professional

' provides many- -to-many matching of all candidates and employees against available job opportunities, and
_includes variable workﬂows for d1ﬂ'erent types of workers, locations, workgroups and regulatory environ-
'ments, as well as resume processing capabilities and third- party 1ntegrat10n capabllrtres

Taleo Hourly™ provides screemng and validated assessment content, skills matching and resume
processing capab1ht1es in-depth reportlng, conﬁgurable workflows and third-party integration capabilities.
The Taleo Hourly solution can be configured to fit iinique and dynannc business requlrements for hourly
workers across various industries. Our solution’ ‘provides customers with & variety of candidate appl1cat10n

: methods such as in-store staffing’ stat1ons d1g1tal pen and paper, voice and online applrcatrons

Taleo Contingent™ automates and simplifies temporary labor procurement and management. Taleo

Contingent integrates an organization’s-existing staffing supplier bases and provides the flexibility to
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select any supplier, including only preferred suppliers, based on needs, preferences and negotiated
contracts. The solution gives hiring managers easy access to data on vendor past performance, rankings
and billing rates, as well as detailed. information about individual temporary workers. The solution
efficiently ‘matches qualified temporary workers to tasks, and measures their performance against
* organizational standards. Taleo Contingent provides a combrnatlon of apphcatlon functionality and
managed services that facilitate the ongoing management of temporary workforce programs on a vendor
neutral basis. Sold as a module with Taleo Contrngent Taleo Projects™ helps organizations manage large
consulting projects: -

The additional modules that we'offer to eonrpiement our primary préduct offerings include:

Taleo Workforce Mobility™ helps effectively align an organization’s “existing workforce with
changing business needs by matching the key elements of employee capabilities, training, and future
career preferences with job requirements. Career preference management prov1des organizations with the
ability to understand not only employee skills but also their future career plans. Employees are able to
update their profiles, receive notices of matchmg opportunrtres and access corporate- -wide opportunities
through internal career sites.

, Taleo Campus™ automates the logistical and. administrative burden of campus recruitment

programs through school and program-based candidate categorization and workflow. The solution allows
organizations to better attract and build relationships with the right students, reduce candidate
obsolescence and better match students with jobs, to decrease time- to-productrvrty, as well as to increase
retention.

Taleo Agency™ directly links organizations with staffing agencies, allowing pre-approved third-party
recruiters to directly submit candidates to our skills-based platform, saving significant time and costs for
screening and selection. Recruiters and hiring managers use a single system to source and prescreen the
best candidates, compare agency candidates with those currently in a customer’s database, and ensure
that there is no duplication between the candldates agencies submlt and those that apply directly to the
‘organization, regardless of application method.

Taleo Regulatory & Diversity™ provides organizations with the ability to create consistent and
scalable staffing processes that help to reduce exposure to lawsuits and regulatory actions, comply with
the requirements of certain govemment contracts, support audltabrhty reduce administrative costs and
improve the quality of hrre through support of diversity programs.

Taleo Assessment™ enables organizations to systematically assess candidates’ and employees’ fit
with organizational cultures and the needs of specific positions, by using either their own, third-party, or
our proprietary behavioral and personality tests. The solution includes an application for either third-party
or customer-employed industrial organization psychologists to define and manage assessment content,
scoring algorithms and hiring bands. The output of this application is included in the overall candidate
proﬁle The solution also includes the ability for a candidate to easily complete assessments onhne or via
in-store staffing stations, such as those used in retail stores; or other alternative means.

 Taleo Integration™ includes our toolkit, which integra_tes our solutions with leading ERP solution
" providers such as Oracle, including former PeopleSoft applications, and SAP, enabling organizations to
* leverage their investment in such solutions and benefit from our best-of-breed functionality. Our solution
also integrates staﬁing and assessment services from third-party providers such as background checkmg,
tax credit screening and more on our common platform.

Taleo Reporting™ provides comprehensrve data analysrs capablhtres that enable our customers to
make continuous process 1mprovements Taleo Reporting transforms talent data into the critical
information necessary to manage critical processes, allocate staffing and sourcing funds, identify
procedural bottlenecks and inefficiencies, and measure return on investment. The Talent Metrics
Reporter offers standard proprietary reports as well as ad-hoc and custom reports that can be generated in
real time. The standard reports focus on commonly used metrics that.aliow customers to observe and
analyze staffing processes and results across the organization. .
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. Taleo' ACE Benchmarking™ provides a‘strategic view ‘of enterprise staffing initiatives across all of'
- our clients, providing a means to benchmark individual company performance in relationship to other
companies. - ! .

Taleo Busmess Edmon

_ Taleo Business Edition is our on demand  talent . management solutlon for small to medium-sized
organizations, -stand-alone departments. and -divisions of larger organizations, and staffing companies. The
intuitive nature of the.user interface allows usersito create a custom talent management. system with easily
configurable fields, layouts, views, workflow, reports, and integration. We offer four service options:

Taleo Business Edition — Personal provides applicant tracking for. individual users. It includes
candidate recruiting life-cycle. management, requisition.management and contact management. With our
Personal Service offering, recruiters can have :a hosted career website, multrhngual support and access to
both standard and customized Teports. P

T aleo Business Edition — Standard makes all thé functronahty of the Personal Service available to
recruiting departments and teams Addrtronal features include 1nterv1ew management and agency access.

Sr

Taleo Busmess Edztlon - Plus includes all the functionality of the Standard Service with additional
capabilities to have multiple. career websites and multiple apphcatron forms. '

Taleo Busmess Edition ——Premzum contarns all the advantages of the Standard Service in a more
scalable package for corporate needs. Features ‘of Premium Service include unlimited reports, web APIs
for 1ntegratron and additional customization optrons

1

Technology

Historically, we have maintained our solutions on'a common technology infrastructure. Integration efforts
for our Taleo Contingent solution, obtained”through our acquisition of Whité Amber in October 2003, were
completed in 2005. The technology we obtained in our acqursltron of Re¢ruitforce.com in March 2005 is in the
process of being integrated into our hosting and support 1nfrastructure while remaining on its current single
code base.

Our solutions reside on a common proprietary platform, configurable for complex operations, that
_provides organizations with a comprehensive view of their workforces. Together, the Structured Enterprise
Talent Platform and the Conﬁgurable Staﬁ‘rng Process Platform represent the foundatlon for Taleo Enterprise
Ed1t10n

The Structured Enterprise Talent Platform maintains the d_ata elements'required by our solutions. The
data structure within the Structured Enterprise Talent Platform, or Talent Master, includes information on
skills, competencies, experience, behaviors and level of interest in a skill or competency that can be matched
to job requirements. This platform also allows candidates and current employees to submit their skills profiles
to a company to be matched to jobs as they become available. The platform also enables an organization to
inventory and search the skills of its candidates and current employees to decide between internal and external
hires for new business initiatives and measure gaps in skills existing in its current workforce.

The Configurable Staffing Process ‘Platform pﬁovides the foundation for deploying our solutions through-
out an organization while adapting it locally according to the organization, location, applicable-laws, local
staffing model, types of hires and internal mobiﬁty requirements. Our platform allows -our customers to
configure our solutron to- meet their specrﬁc needs according to their internal staffing workflows.

We dehver our solutrons on a hosted on demand basis. Our technology infrastructure is designed to
achieve high levels of security, scalability, performance and availability. We believe that our architecture
allows us to deliver our solutions to customers more cost effectively and faster than traditional enterprise
software providers. We maintain a single version: of each release of our software applications within our
controlled IT infrastructure. All of our solutions are accessed through a web browser and are non-intrusive.
Our solutions provide a rich, intuitive interface that our.customers use to access their'data with secure user
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names, passwords and role-based access rights. Our Java-based applications run on standard hardware and
software and are load balanced across multiple servers to provide consistent availability and performance. We
license technology from third-party software vendors, including Business Objects, Oracle and webMethods.

Our solutions operate on Linux operating systems and common open-source components for enhanced
reliability and a scalable and secure computing environment that can accommodate significant increases in
activity. Qur secure infrastructure includes web transaction monitoring Secure Socket Layer offload and anti-
virus appliances and systems that help us to detect and prevent unauthorized access. Our multi-tier application
architecture has been configured for independent operation and scalablhty to prov1de customers with
performance and reliability.

We maintain our primary technology infrastructure in two third-party hosting facilities in the
United States, operated by Internap in New York City and IBM in San.Jose, California. Internap also
provides us with our Internet connectivity at both facilities. Under the terms of these collocation agreements,
our third-party hosting providers agree to provide space, electrical power and Internet connectivity for our
hosting infrastructure, including web servers, database servers and application servers. These agreements are
renewable annually unless either party terminates the contract or does not consent to renewal upon prior
notice. The agreements may be terminated by the hosting provider in the case of material breach by us of the
terms of the agreement or, in the case of our agreement with Internap, insolvency, failure to operate in the
ordinary course, a breach of confidentiality provisions, a change in pricing terms not agreed to by the parties,
or force majeure. The mfrastructure for Taleo Busmess Edition i is hosted in our fa0111tlcs in Mountain View,
Cahfornla

Our customers benefit from the use of a shared computing 1nfrastructure and leverage the flexibility and
security of independent application and database tier configurations. At the systems level, customers share the
use of specialized servers and their software components, including web, application, integration and database
'servers as well as storage, search and reporting engines. Our systems architecture and technology enable us to
spread the computing load required by our customers across servers for optlmal performance. Our customers
use our solutions independently from each other at both the application and database layers. At the database
layer, each customer’s data is stored in distinct database schemas and data files, providing increased
manageability and security.

Professional Services

Our professional services organization leverages our consultants’wdornéin expertise and our proprietary
methodologies to provide implementation services, solution optimization and training. Many of our consultants
have held talent management positions at Global 2000 corporations, or senior Ievel consulting posmons at
major consulting agcn<:1cs and other entcrprlse software companies.-

Taleo Metkodologtes ’

We have developed methodologies that enable us to accclerate the deployment of our solutions across a

variety of industries and talent management environments:

ACE Methodology.  Working with Fortune 500 companies, we developed methods to optimize
. critical business processes, while maintaining the integrity of our customers’ business drivers. We call this
approach our ACE Methodology. Our ACE Methodology addresses specific staffing processes for
position management, requisition management, candidate management, collaborative workflow, new hire
on-boarding review and staffing performance analysis. Our consultants work with our customers, as a
component of our consulting engagements, to implement the ACE Methodology through a complete
review of current business practices, mapping our solution and workflows to the organization’s structure
and processes, and ultimately conﬁgunng a skills-based platform for complete talent management, from
entry to redeployment.

Talent Topologies. Our Talent Topologies templates enable us.to understand an organization’s
overall talent management environment, including internal and external business drivers, talent manage-
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ment models, hire types and talent management processes and to recommend best practices to optimize
resulting talent management: processes. Our Talent Topologies Knowledge Base is a searchable database
of descriptions of the complex enterprise talent management challenges faced within different industries
and geographies. Our Talent Topologies Knowledge Base also provides specific details of the solutions our
consultants implemented to address these challenges, and the results obtained. This knowledge base.
reflects years of talent management experience across a wide variety of industries. Our consultants use
the collective data from our Talent Topologies Knowledge Base, as a_component of our consulting
" engagements, to help our new customers solve their complex staffing challenges and to help our existing
customers hone their talent management pract1ces and processes. ..

.

Implementation Services. L

Our’ 1mplementat10n services begm with a complete evaluation of a customer’s current talent manage-
ment pract1ces They include process engineering o leverage the conﬁguratron of the solutions and integration
with existing apphcat1ons to fit each organrzanon s dynamrc business requirements. We support a consulting
certrﬁcatron program and have a project managemént office that equips our consultants with a library of
toolklts forms, training documentation and workshop templates. The project management office also oversees
the management of customer deployments to help enable smooth systemanc and on-time implementations
and maximize success and financial returns. : . _ :

Solution Optimization b .

. We provide ongoing solution optimization seryices to help our, customers achieve desired results in quality
1mprovement increased productivity, cost savings and operat1onal eﬁ“ecnveness after the initial deployment of
our solution. As a service component of-our software subscrrpt1on agreements we work with our customers to
measure 1mprovement in their talent management processes. If necessary, we modify customer usage or
conﬁguratron of our solutions to increase their effectrveness In collaboratlon with customer project leaders, we
establish an ongoing process for continual evolution and solution opt1m1zat10n Usrng this process, our
customers can promote best practice usage and end user adoption long after our solutions have been deployed.

Training

Through Taleo” University, we offer.a-full range of. educational 'services including pre-deployment
classroom training, train-the-trainer ‘programs, system administrator training, post-deployment. specialty
training, upgrade training and: eLearning/web-based training. We also offer a variety of training tools to drive
user adoption, including solution. user manuals, process user guides, feature training exercises; a self-service
website for training scheduling and regrstratron post training assessments and - synchronous web-based
training tools for remote users. L : ‘

Customer Support

Our global customer . care organ1zat10n prov1des both proactive and’ customer initiated support We
deliver our multilingual technical assistance via telephone, e-mail and our web-based customer care portal,
24 hours a day, seven days a week. Our customer care organization tracks all customer support requests and
reports the status of these requests to the user through our customer care portal, enabling users to know the
status of their support requests, the person responSible for resolving them, and the targeted timing and process
for resolution. Our senior executives Teview customer satisfaction reports and support and response metrics
and take action’ when necessary to ensure that we ma1nta1n a hrgh level of customer satlsfactron

Customers . o .‘“‘“ »

We currently have approxrmately 420 corporate customers with approx1mately 500 000 reglstered users.
who use our services to fill positions in-almost. 100- countries. We market Taleo Enterprise Edition to medium
to large=sized organizations with more than 5,000 employees. We tharket Taleo Business Edition to small to

medium-sized: organizations with fewer than.10,000 employees. Our customers include -organizations in the

'
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technology, manufacturing, business services, consumer goods, retail,. energy, healthcare, financial services and
transportation sectors. None of our customers has accounted for more than ten percent of our revenue in any
of the: last three years.

Customer User Groups

* We have established customer user groups to provide a forum for sharing talent management strategies
and best practices, reviewing new features of our solution and identifying new customer requirements. We .
currently have seven self-governed, self-financed Taleo Regional Users Groups throughout the United States,
Europe, Asia-Pacific and Canada. The elected leader of each Regional User Group becomes a member of the
Taleo Product Council and in that capacity works directly with our product management group to guide the
development of our solutions. The Regional Users Groups support several Taleo Special Interest Groups
focused on best practices and technology in specific areas such as campus recruiting or university relations,
hourly and retail staffing, reporting and skills-based staffing. These groups benefit our customers by enabling
them to share their knowledge and benefit us by providing powerful input into our product development
process as well as a valuable opportunity to deepen our relationships. We host an annual user conference called
Taleo WORLD. We also maintain an advisory board with members from the following organizations:
HP, Inte] Corporation, Johnson & Johnson and Procter & Gambile.

Sales and Marketing

We sell our software and services primarily through our global direct sales force and in conjunction with
our partners. In North America, we have sales and services personnel across the United States, including
offices in Chicago, the greater New York area and San Francisco, and in Canada. Outside of North America

we have sales and services personnel in Amsterdam, London, Paris, Melbourne and Sydney, including offices
in Paris and Sydney. Our Taleo Business Edition oﬂ’errngs are currently sold through a telesales team and
through self-registration on our websrte

Sales Team

Our direct sales force consists of a team of account executives, solutions consultants, and business
development executives that sell our solutions across multiple industries' and - geographies. Our sales
professionals possess comprehensive technology and talent management expertise and domain knowledge to
educate potential clients on the benefits of our solutions. We. also maintain a separate team of account
executives that focuses on selling new solutions and services to existing customers. Our solutions consultants
work in tandem with our account executives to provide technical and product expertise in support of the sales
process. Our business development executives assist our direct sales force in identifying and penetrating new
accounts. In addition, we have developed indirect sales relationships with BPO providers and believe that a
growing number of sales will be made through these and similar relationships in the future. Qur BPQ partners
use our solutions to manage talent management for their customers as part of their broader human resource
offerrngs :

Marketing ‘

Our marketing initiatives include market research, product and strategy updates with industry analysts,
public relations activities, web marketing, direct mail and relationship marketing programs, seminars, industry
specific trade shows, speaking engagements and cooperative marketing with customers and partners. Qur
marketing team generates qualified leads and provides programs for prospects and customers that build
awareness of our existing solutions as well as new products and services. Our marketing department also
produces materials that include brochures, data sheets, white papers, presentations, demonstrations, and other
marketing tools oni-our corporate website. We also generate awareness through electronic and print advertising
in trade magazines, websites, search engines, seminars, and direct customer and partner -events. -
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Taleo Research Institute

Our Taleo Research Institute, formerly iLogos, a consulting and metrics development organization,
focuses on the financial aspects of talent management and consults with large organizations to help them
optimize financial return from global talent management processes and technologies. The Taleo Research
Institute serves large organizations throughout the world with business analytics that tie talent management
technology and process improvements to reduced costs and improved financial results.

Research and Developmel‘it

Our research and developmcm orgamzanon consists of product management and dcvelopment employ-
ees. We employed 194 professionals in these areas as of December 31, 2005. Our research and development
organization is primarily located in our Quebec City facility, which enables us to benefit from lower staffing
costs and higher retention rates. Qur development methodology allows us to implement adjustable develop-
ment cycles that result in more timely and efficient delivery of new solutions and enhancements to existing
solutions. We focus our research and development efforts on improving and enhancing our existing solution
offerings  as well as developing new sclutions: The responsibilities of our research and development
organization include: product management, product development, solution release management and software
maintenance. We allocate a portion of our research and development expenses to the development of our
technology infrastructure, including our Structured Enterprise Talent Platform and Configurable Staffing
Process Platform. Our research- and development expenditures, net of tax credits we received in Quebec,
totaled $16.7 million, $16.0 million, and $11.0 million in 2005, 2004, and 2003, respectively.

Competition

The market for talent management solutions is highly competitive and rapidly evolving. We believe that
the principal competitive factors in this market ir{clude:

. f)roduct performance ana functiohality,

+ breadth and depth of functionality,

» case of implementation and use,

+ on demand business model, s -
- o ability td integrate,

« scalability,

» company reputation, and

+ price.

We believe that we compete favorably with respect to these factors. We compete with both companies
that provide point solutions such as BrassRing, Deploy Solutions, Hire.com, Hodes iQ; Kenexa, PeopleClick,
Recruitmax, Resumix, Unicru, VirtualEdge, Webhire and Workstream and with large enterprise resource
planning software providers, such as Oracle and SAP. We also compete with contingent staffing solution
providers, such as Beeline, Chimes, Elance, Fieldglass, IQNavigator and ProcureStaff.

Our current and potential competitors include large, established companies with a larger installed base of
users, longer operating histories, and greater name: recognition and resources. In addition, we compete with
smaller companies who may adapt better to changing conditions in the market. Our competitors may develop
products or services that will be superior to ours or that will achieve greater market acceptance.

Geographlc information

In 2005, 2004 and 2003, respectively, 5%, 6% and 3% of our revenue came from countries out31de of
North America. We base our determination of révenue attributable to a country on the location of the
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contracting party. Many of our customers for which the contracting party was based in North America have
deployed our solution internationally.

Intellectual Property

Our-success is dependent in part on our ab111ty to protect our propnetary technology We. rely on a
combination of trademark, copyright, and trade secret laws in the United States and other jurisdictions as well
as confidentiality procedures and contractual provisions to protect our proprietary technology, services
methodology and brand. We have registered trademarks for certain of our products and services and will
continue to evaluate the registration of additional trademarks as appropriate. We also enter into confidentiality
and proprietary rights agreements. With our employees, consultants and other third parties and control access to
software, documentation and other proprietary information. However, we do not have any patents or patents
pending, and existing copyright laws afford’ only limited protectlon ‘

Despite these efforts, it may be posmble for unauthonzed third part1es to copy certain portions of our
products or to reverse engineer or otherwise obtain and use our proprietary information. In addition, we cannot
be certain that others will not-develop substantially equivalent; or superior proprietary, technology, or that
equivalent products will not be marketed in competition with our products, thereby substantially reducing the
value of our proprietary rights. Furthermore, confidentiality agreements between us and our employees or any
license agreements with our clients may not provide meaningful protection of our proprietary information in
the event of any unauthorized use er disclosure of it, In addition, the laws of certain countries do not protect
our proprietary rights to the same extent as do the laws of the United States. Accordingly, the steps we have
taken to protect our intellectual property rights may not be adequate and we may not be able to protect our
proprietary software in the United States or abroad against unauthorized third party copying or use, which
could significantly harm our business.

In addition, we license third-party technologles that are 1ncorporated 1nto some. elements of .our. services.
Licenses from third-party technologies may not continue to be avallable to us at a reasonable cost, or at all.

Trademark registration for “Taleo” is pending.

Employees

As of December 31, 2005, we had 512 employees, as compared to 541 as of December 31, 2004 and 479
as of December 31, 2003. None of our employees is represented by a collective bargaining agreement and we
have never experienced a strike or similar work stoppage. We consider our relationship with our employees to
be good.

Executive Officers of the Registrant

The following table provides information concerning our executive officers as of December 31, 2003:

Name . - Age . , Posmon

Michael Grego1re i e, 400 Pre51dent Chief Executlve Oﬂlcer and Director -
Louis Tetu-....... .. .......uoo.. 40 Executive Chairman of the ‘Board of Directors
“Bradford Benson .. . ... ..., 44 Executive Vice President, Products and

~ ‘ : - Technology '

Jeffrey Carr . .. .. e “iveveewn.... 47 Executive Vice President, Global Sales and
‘ , . Marketing -,

Guy Gauvin........... e ..... 37 .. Executive Vice President, Global Services
Divesh Sisodraker.............. ... 36  Chief Financial Officer and Secretary

Michael Gregoire has served as our president and chief executive officer since. March 2005. Prior to
joining us, Mr., Gregoire worked at PeopleSoft, an enterprise software company, from May 2000 to January
2003, most recently as executivervice president, global services. Prior to PeopleSoft, Mr. Gregoire served as
managing director for the Global Financial Markets at Electronic Data-Systems, Inc, a technology services
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provider, from 1996 to April 2000. Mr. Gregoireihae a master’s degree from California Coast University, and
holds a bachelor’s degree in physics and computing from Wilfred Laurier University in Ontario, Canada.

Louis Tetu has served as our. executive chairman of the board since April 2005. Prior to serving as
executive chairman of the board, Mr. Tetu served as our chairman of the board of directors from July 1999 to
"April 2005, our chief executive officer from July 1999 to March 2005 and as our president from March 2004 to
March 2005. Prior to joining us, Mr. Tetu served as president of Baan Supply Chain Solutions, an enterprise
applications vendor, from May 1996 to December 1998, following its acquisition of Berclain Group Inc., a
supply chain management solutions vendor. Mr. Tetu co-founded and served as president of Berclain Group
from 1989 to April 1996. Mr. Tetu also serves on the board of directors of L’Entraide Mutual Life Insurance
Company of Canada Mr. Tetu holds a bachelor’s degree in mechanical engineering from Laval University in
Canada

‘ Bradford Benson has served as our executlve vice pres1dent products and technology since January 2005.

Prior to joining:us,' Mr. Benson served as the’ senior vice president of research and development at Lawson
Software, -an enterprise software company, from. November 2001 to July 2004. Prior to Lawson, Mr. Benson
served as the vice president of engineering at Avolent, a software company, from September 1999 to
November 2001, Prior to Avolent, Mr. Benson served in various management positions, including multiple
vice president positions in application development at PeopleSoft, an enterprise software company, from
January 1993 to August 1999. Prior to joining PeopleSoft, Mr. Benson served-as a financial development
manager of The Gap, a rétail clothing company, from August 1991 to January 1993. Prior to joining The Gap,
* Mr. Benson served in various capacities in software development at Oracle, an enterprise software and
database company, from September 1989 to July 1991. Prior to Oracle, Mr. Benson served in various
consulting capacities at Andersen Consultrng, a management consulting company, from January 1986 to
August 1989. Mr. Benson holds a bachelor’s degree in business administration from Iowa State University.

Jeffrey Carr has served as our executive vice president, global marking and sales since April 2005. Prior to
serving as executive vice president, global -marketing and sales, Mr. Carr served as our executive vice
president, global marketing, and chief strategy officer from November 2004 to April 2005. Prior to joining us,
Mr. Carr served as-chairman and chief executive officer of Motiva, Inc., a software vendor, from August 2001
to December 2003. Prior to Motiva, Mr. Carr?served as president of RightWorks Corporation, a business
applications provider, from March 2000 to July 2001. Prior to RightWorks, Mr. Carr served in a variety of
positions at PeopleSoft, Inc., an enterprise software company, from January 1991 to January 2000, most
recently as executive vice president, worldwide marketing, strategy and emerging markets. Mr. Carr holds a
bachelor’s degree in business from M1am1 Un1vers1ty (Ohlo)

Guy Gauvin has served as our executlve vice pres1dent global services, since April 2005. Prior.to serving
as our executive vice president, global services, Mr. Gauvin served as our executive vice president, worldwide
operations, from March 2002 to April. 2005. Prior to serving as executive vice president, worldwide operations,
Mzr. Gauvin served as our vice president, customer services, from August 1999 to March 2002. Prior to joining
us, from May 1995 to August 1999, Mr. Gauvm served as vice president of global services at Baan Supply
Chain Solutions. Mr. Gauvin holds a bachelor’s degree in mechanical engineering from Laval University in
Canada. ' : :

Divesh Sisodraker has served as our chief ﬁnancial officer and secretary since April 2005. From January
2000°to March 2003, Mr. Srsodraker served in various roles with Pivotal Corporation, a customer relationship
management software provider, including presidént and chief executive officer, chief financial officer, and vice-
president, corporate development. Prior to joining Pivotal, Mr. Sisodraker served as director, finance, and
treasurer of A.L.I. Technologies Inc., a digital image management solution provider, from September 1998 to
December 1999. Prior to joining A.L.I. Technologies Inc., Mr. Sisodraker held roles as an investment analyst
with HSBC Capel Asia Limited, a banking and ﬁnan01a1 services company, and West Shore Ventures
Limited, a financial services company, from September 1995 to February 1998. Prior to this, ‘M. Sisodraker
worked at KPMG, an accounting firm, from January 1991 to September 1995. Mr. Sisodraker holds a
Bachelor of Business Administration degree Honors, from Simon Fraser . University of. Vancouver, Canada
and is a Chartered Accountant. : Co
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ITEM 1A. RISK FACTORS

Because of the following factors, as well as other variables affecting our operating results and financial
condition, past performance may not be a reliable indicator. of future performance, and historical trends
should not be used to anticipate resuits or trends in future periods. , : :

We have a history of losses, and we cannot be certain that we will achieve or sustain profitability.

We have incurred annual losses since our inception. As of December 31, 2005 we had incurred aggregate
net losses of $39.9 million. We may incur losses in the future, at least in the short term, as a result of expenses
associated with the continued development and expansion of our business and expensing of stock options. Qur
expenses include those related to sales and marketing, general and administrative, research and development
and others related to the development, marketing and sale of products and services that may not generate
revenue until later periods, if at all. As we implement initiatives to grow our business,-which include, among
other things, acquisitions, plans for international expansion and.new product development, any failure to
increase revenue or manage our cost structure could prevent us from completing .these initiatives and
achieving or sustaining profitability. As a result, our business could be harmed and our stock price -could
decline. We cannot be certain that we will be able to achieve or sustain profitability on a quarterly or. annual
basis.

If our existing customers do not renew their software subscriptions and buy additional solutions from us,
our business will suffer. - '

We expect to continue to derive a significant portion of our ‘revenue from renewal of software
subscriptions and, to a lesser extent, service and maintenance fees from our existing customers. As a result,

maintaining the renewal rate of our existing software subscriptions is critical to our future-success. Factors that
may affect the renewal rate for our solutions include:

« the price, performance and functionality of our solutrons

the availability, price, performance and funcnonahty of competmg products and services;

the effectiveness of our maintenance and support services; -

« our ability to develop complementary products and services; and |

the stability, performance and security of our hosting infrastructure and hosting services.

Most of our existing enterprise customers entered into software subscription agreements that expire
between two and six years from the initial contract date. The small to medium-sized customers we obtained
through our acquisition of Recruitforce.com, Inc. generally eriter into annual contracts. Qur customers have no
obligation to renew their subscriptions for our solutions after the expiration of the initial term of their
agreements. In addition, our customers may negotiate terms less advantageous to us upon.renewal, which may
reduce our revenue from these customers, or may request that we license our software to thern on a perpetual
basis, which may, after we have ratably recognized the revenue for the perpetual license over the relevant term
in accordance with our revenue recognition policies, reduce recurring revenue from these customers. Under
certain circumstances, our customers may cancel their subscriptions for our solutions prior to the expiration of
the term. Our future success also depends in part on our ability to sell new products and services to our
existing customers. If our customers terminate their agreements, fail to renew their agreements renew their
agreements upon less favorable terms, or fail to buy new products ; and services from. us, our revenue may
decline or our future revenue may be constrained.

Because we recognize revenue from software subscrtpttons over the term of the agreement a szgmﬁcant
downturn in our business may not be reflected lmmedlately in our operatmg results, whtch mcreases the
difficulty of evaluating our future financial posztton

- We generally recognize revenue from software subscnpnon agreements ratably over the terms of these
agreements, which are typically between two and five years for our Taleo Enterprise Edition customers and
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one year for our Taleo Business Edition customers. As a result, a substantial portion of our software
subscription revenue in each quarter is generated from software subscription agreements entered into during
previous periods. Consequently, a decline in new software subscription agreements in any one quarter may not
affect our results of operations in that quarter but will reduce our revenue in future quarters. Additionally, the
timing of renewals or non-renewals of a software subscription agreement during any one quarter may also
affect our financial performance in that particular quarter. For example, because we recognize revenue ratably,
the non-renewal of a software subscription agreement late in a quarter will have very little impact on revenue
for that quarter, but will reduce our revenue in future quarters. By contrast, a non-renewal occurring early in a
quarter may have a significant negative impact on revenue for that quarter and we may not be able to offset a
decline in revenue due to such non-renewals with revenue from new software subscription agreements entered
into in the same quarter. In addition, we may be unable to adjust our costs in response to reduced revenue.
Accordingly, the effect of significant declines in sales and market acceptance of our sclutions may not be
reflected in our short-term results of operations, which would make these reported results less indicative of our
future financial results. ‘

If our efforts to attract new customers are not successful, our revenue growth will be adversely affected.

In order to grow our business, we must continually add new customers. Our ability to attract new
customers will depend in large part on the success of our sales and marketing efforts. However, our prospective
customers may not be familiar with our solutions, or may have traditionally used other products and services
for their talent management requirements. In addition, our prospective customers may develop their own
solutions to address their talent management requirements, purchase competitive product offerings, or engage
third-party providers of outsourced talent management services that do not use our solution to provide their
services.

Additionally, some new customers may request that we license our software to them on a perpetual basis
or that we allow them the contractual right to convert from a term license to a perpetual license during the
contract term, which may, after we have ratably recognized the revenue for the perpetual license over the
relevant term in accordance with our revenue recognition policies, reduce recurring revenue from these
customers. To date, we have completed a limited number of agreements with such terms. If our prospective
customers do not perceive our products and services to be of sufficiently high value and quality, we may not be
able to attract new customers.

Our financial performance may be difficult to forecast as a vesult of our historical focus on large
customers and the long sales cycle associated with our solutions.

The majority of our revenue is currently derived from organizations with complex talent management
requirements. Accordingly, in a particular quarter the majority of our new customer sales represent large sales
made to a relatively small number of customers. As such, our failure to close a sale in a particular quarter will
impede desired revenue growth unless and until the sale closes. In addition, our sales cycles for our enterprise
clients are generally between six months and one year, and in some cases can be longer. As a result, substantial
time and cost may be spent attempting to secure a sale that may not be successful. The period between our
first sales call on a prospective customer and a contract signing is relatively long due to several factors such as:

+ the complex nature of our solutions,

+ the need to educate potential customers about the uses and benefits of our solutions,
+ the relatively long duration of our contracts,

+ the discretionary nature of our customers’ purchase and budget cycles,

« the competitive evaluation of our solutions,

+ fluctuations in the staffing management requirements of our prospective customers,
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« announcements or planned introductions of new products by us or our competitors, and
» the lengthy purchasing approval processes of our prospective customers.

If our sales cycle unexpectedly lengthens, our ability to forecast accurately the timing of sales in any given
period will be adversely affected and we may not meet our forecasts for that period.

If we fail to develop or acquire new products or enhance our existing products to meet the needs of our
existing and future customers, our sales will decline.

To keep pace with technological developments, we must satisfy increasingly sophisticated customer
requirements and achieve market acceptance, we must enhance and improve existing products and continue to
introduce new products and services. Any new products we develop or acquire may not be introduced in a
timely manner and may not achieve the broad market acceptance necessary to generate significant revenue. If
we are unable to develop or acquire new products that appeal to our target customer base or enhance our
existing products or if we fail to price our products to meet market demand, our business and operating results
will be adversely affected. To date, we have focused our business on providing solutions for the talent
management market, but we may seek to expand into other markets in the future. Our efforts to expand our
solutions beyond the talent management market may divert management resources from existing operations
and require us to commit significant financial resources to an unproven business, which may harm our existing
business.

We expect to incur significant expense to develop software products and to integrate acquired software
products into existing platforms to maintain our competitive position. These efforts may not result in
commercially viable solutions. If we do not receive significant revenue from these investments, our business
will be adversely affected. Additionally, we intend to maintain a single version of each release of our software
applications that is configurable to meet the needs of our customers. Customers may require customized
solutions or features and functions that we do not yet offer and do not intend to offer in future releases, which
may cause them to choose a competing solution.

Fluctuation in the demand for temporary workers will affect the revenue associated with our Taleo
Contingent solution, which may harm our business and operating results.

We generate revenue from our Taleo Contingent solution based on a fixed percentage of the dollar
amount invoiced for temporary labor procured and managed through this solution. We believe that our Taleo
Contingent solution will account for a significant portion of our revenue in future periods. If our customers’
demand for temporary workers declines, or if the general wage rates for temporary workers decline, so will our
customers’ associated spending for temporary workers, and, as a result, revenue associated with our Taleo
Contingent solution will decrease and our business may suffer.

If we do not compete effectively with companies offering talent management solutions, our revenue may
not grow and could decline.

We have experienced, and expect to continue to experience, intense competition from a number of
companies. We compete with vendors of enterprise resource planning software such as Oracle and SAP. We
also compete with niche point solution vendors such as BrassRing, Deploy Solutions, Hire.com, Hedes iQ,
Kenexa, Peopleclick, Recruitmax, Resumix, Unicru, VirtualEdge, Webhire and Workstream that offer
products that compete with one or more modules in our suite of solutions. In the area of talent management
solutions for temporary employees, we compete primarily with companies such as Beeline, Chimes, Elance,
Fieldglass, IQNavigator, and ProcureStaff. Our Taleo Business Edition competes primarily with
Hiredesk.com, Hire.com and others. Our competitors may announce new products, services or enhancements
that better meet changing industry standards or the price or performance needs of customers. Increased
competition may cause pricing pressure and loss of market share, either of which could have a material
adverse effect on our business, results of operations and financial condition.
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Many of our competitors and potential competitors, especially vendors of enterprise resource planning
software, have significantly greater financial, technical,: development, marketing, sales, service and other -
resources than we have. Many of these companies also have a larger installed base of users, longer.operating
histories and greater brand recognition than we have. Our enterprise resource planning software competitors
provide products’ that may incorporate capabilifies in ‘addition to staﬁng management, such as automated
payroll and benefits. Products with such additional functionalitics may be appealing to some customers |
because they can reduce the number of different types of software or applications used to run their business.
Our niche competitors’ products may be more effective than our products at performing particular talent
management functions or may be more customized for partlcular customer needs in a given market. Further,
our compctltors may be able to respond more qulckly than we can to changes in customer requirements.

In some cases, our products may need to be integrated with software provided by our existing or potential
competitors. These competitors could alter their products in ways that inhibit integration with our produets, or
they could deny or delay access by us to advance software releases, which would restrict our ability to adapt
our products to facilitate integration with these new releases and could result in lost sales opportunities. In
addition, many organizations have developed or may develop internal solutions to address talent management
requ1remcnts that may be competmve with our solutions.

We may lose sales opportunities tf we do not successfully develop and mazntam strategtc relationships to
‘ sell and deliver our solutions. i

We intend to partner with business process outsourcing, or BPO, providers that resell our staffing solution
as a component of their outsourced human resource services. We currently have relationships with several of
these companies. If customers or potential customers begin to outsource their talent management funictions to
BPOs that do not resell our solutions, or to BPOs that choose to develop their own solutions, our business will
be harmed. In addition, we have relationships with third-party consulting firms, system integrators and
software and service vendors who provide us with customer referrals, cooperate with us in marketing our
products and provide our customers with systém implementation or maintenance services.- If. we fail to
establish new strategic relationships or expand our existing relationships, or should any of these partners fail to
work effectively with us or go out of business, our ability to sell our products into new markets and to increase
our penetration into existing markets may be impaired.

The potential mergers of our competitors oy other similar strategic alliances could weaken our
competitive position or reduce our revenue. ,

If one or more of our competitors were to merge or partner with another of otr competitors, the change in
the competitive landscape could adversely affect our ability to compete effectively. Our competitors may also
establish or strengthen cooperative relationships with our current or future business process outsourcing, or
BPO, partners, systems integrators, third-party consulting firms or other parties with whom we have
relationships, thereby limiting our ability to promote our products and limiting the number of consultants
available to implement our solutions. Disruptions in our business caused by these events could reduce our
revenue. R : P . "

If we are requtred to reduce our prices to compete successfully, our margins and operatmg results could
-be adversely affected. s , .

The intensely competitive market in ‘which we do business may require us to reduce our pnces 1If our
competitors offer discounts on certaiti products or services we may be required to lower prices or offer our
solutions at less favorable terms to us to compete successfully. Several of our larger competitors have
significantly greater resources than we have and are better able to absotb short-term losses. Any such changes
would likely reduce our margins and could adversely affect our operating results. Some of our competitors may
provide fixed price implementations or bundle product offerings that compete with ours for promotional
purposes or as a long-term.pricing strategy. These practices could, over time, limit the. prices that we can
charge for our products. If we cannot offset price reductions with a corresponding increase in the quantlty of
applications sold, our margins and operating results would bhe adversely affected.

17




- If our security measures are breached and unauthorized access is obtained to customer data, customers
may curtail or stop their use of our solutzons, whzch would harm our reputatzon, operating results, and
ﬁnanctal condition. : ‘

Our solutxons involve the storage and transm1551on of customers proprietary information, and securlty
breaches could expose us to loss of this information, litigation and poss1b1e liability. If our security measures
are breached. as a result of thlrd -party action, employce error, criminal acts by an employee, malfeasance, or
otherwise, and, as a result, someone obtains unauthorized access to customer data, our reputation will be
damaged our business may suffer and we could incur significant liability. Techniques used. to. obtain
unauthorlzed access of to sabotage systems change. frequently and generally are not recognized until launched
against a target. As a result, we may be unable to anticipate these techniques or to implement adequate
préventative measures. If an actual or perceived breach of-our security occurs, the market perceptlon of our
secunty ‘medsures could be harmed and we could lose sales and customers.

Defects or ‘errors in our products could affect our veputation, result in s:gmﬁcant costs to us and zmpalr
-our ability to sell our products; which would harm our business. -

Our products may contain defects or errors, which could materially and adversely affect our reputation,
result in significant costs to us and impair our ability to sell our products in the future. The costs incurred in
correcting any product defects or errors may be substantial and could adversely affect our operating results.
While we test our products for defects or errors prior to product release, defects or errors have been ldentlﬁed
from time to time by our customers and may continue to be ldentlﬁed in the future.

‘ Any defects that cause mterrupnons to the avallablhty or functionality of our solutlons could result in:
« lost or delayed market acceptance and sales of our products
. loss of customers, '

product liability suits agalnst us, B o ¢

. d1vers1on of development resources, .
» injury to our reputation, and
. mcreased maintenance and warranty costs.

While our software subscription agreements typleally contain hrmtatlons and disclaimers that should limit
our liability for damages related to defects in our software, such limitations and disclaimers may not be upheld
by a court or other tribunal or otherwxse protect us from such claims.

We participate in a new and evolving market, which increases the difficulty of evaluating the
effectiveness of our current business strategy and future prospects.

You must consider our current business model and prospects for future increases in revenue in light of the
risks and difficulties we encounter in the new, uncertain and rapidly evolving talent management market.
Because this market is new and evolving, we cannot predict with any assurance the future growth rate and size
of this market, which, in comparison with the market for all enterprise software applications, is relatively
small. The rapidly evolving nature of the markets in which we sell our products and services, as well as other
factors that are beyond our control, reduce our ability to evaluate accurately our future prospects and to
forecast w1th a high degree of certalnty our projected quarterly or annual performance

Wtdespread market. acceptance of the on demand delivery model is uncertain, and if it does not contmue
1o develop, or develops more. slowly than we expect, our business may be harmed.

The market for hosted enterprise software is new and, to a large extent, unproven, and there is uncertainty
as to whetlier hosted software will achieve and sustain high levels of demand and market acceptance. The
overwhelming majority ‘of our customers access and use our software as a web-based solution that is hosted by
us. If the preferences of our customers change and our customers elect t6 host our software themselves, either
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upon the initiation of a new agreement or upon the renewal of an existing agreement, we would experience a
decrease in revenue from hosting fees, and potentially higher costs and greater complexity in providing
maintenance and support for our software. Additionally, a very limited number of our customers have the
contractual right to elect to host our software themselves prior to the expiration of their subscription
agreements with us. If the number of customers purchasing hosting services from us decreases, we might not
be able to decrease our expenses related to hosting infrastructure in the short term if the demand for such
hosting services decreases. Potential customers may be reluctant or unwilling to allow a vendor to host
software or internal data on their behalf for a number of reasons, including security and data privacy concerns.
If such organizations do not recognize the benefits of the on demand delivery model, then the market for our
solutions may not develop at all, or may develop more slowly than we expect.

If we fail to manage our hosting infrastructure capacity satisfactorily, our existing customers may
experience service outages and our new customers may experience delays in the deployment of our
solution.

We have experienced significant growth in the number of users, transactions, and data that our hosting
infrastructure supports. Failure to address the increasing demands on our hosting infrastructure satisfactorily
may result in service outages, delays or disruptions. For example, we have experienced downtimes within our
hosting infrastructure, some of which have been significant, which have prevented customers from using our
solutions from time to time. We seek to maintain sufficient excess capacity in our hosting infrastructure to
meet the needs of all of our customers. We also maintain excess capacity to facilitate the rapid provisioning of
new customer deployments and expansion of existing customer deployments. The development of new hosting
infrastructure to keep pace with expanding storage and processing requirements could be a significant cost to
us that we are not able to predict accurately and for which we are not able to budget significantly in advance.
Such outlays could raise our cost of goods sold and be detrimental to our financial results. At the same time,
the development of new hosting infrastructure requires significant lead time. If we do not accurately predict
our infrastructure capacity requirements, our existing customers may experience service outages that may
subject us to financial penalties, financial liabilities and the loss of customers. If our hosting infrastructure
capacity fails to keep pace with sales, customers may experience delays as we seek to obtain additional
capacity, which could harm our reputation and adversely affect our revenue growth.

Any significant disvuption in our computing and communications infrastructure could harm our
reputation, result in a loss of customers and adversely affect our business.

Our computing and communications infrastructure is a critical part of our business operations. The vast
majority of our customers access our solutions through a standard web browser. Our customers depend on us
for fast and reliable access to our applications. Much of our software is proprietary, and we rely on the
expertise of members of our engineering and software development teams for the continued performance of
our applications. We have experienced, and may in the future experience, serious disruptions in our computing
and communications infrastructure. Factors that may cause such disruptions include:

+ human error,

* physical or electronic security breaches,

« telecommunications outages from third-party providers,
+ computer viruses,

« acts of terrorism or sabotage,

« fire, earthquake, flood and other natural disasters, and
« power loss. ’

Although we back up data stored on our systems at-least daily, our infrastructure does not currently
include real-time, or near real-time, mirroring of data storage and production capacity in more than one
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geographically distinct location. Thus, in the event of a physical disaster, or certain other failures of our
computing infrastructure, customer data from recent transactions may be permanently lost.

We have computing and communications hardware operations located at third-party facilities with
Internap in New York City and with IBM in San Jose, California. We do not control the operation of these
facilities and must rely on these vendors to provide the physical security, facilities management and
communications infrastructure services to ensure the reliable and consistent delivery of our solutions to our
customers. Although we believe we would be able to enter into a similar relationship with another third party
should one of these relationships fail or terminate for any reason, we believe our reliance on any third-party
vendor exposes us to risks outside of our control. If these third-party vendors encounter financial difficulty
such as bankruptcy or other events beyond our control that cause them to fail to secure adequately and
maintain their hosting facilities or provide the required data communications capacity, our customers may
experience interruptions in our service or the loss or theft of important customer data.

We have experienced system failures in the past. If our customers experience service interruptions or the
loss or theft of their data caused by us, we may be subject to financial penalties, financial liability or customer
losses. Our insurance policies may not adequately compensate us for any losses that may occur due to any
failures or interruptions in our systems.

We must retain key employees and vecruit qualified technical and sales personnel or our future success
and business could be harmed.

We believe that our success will depend on the continued employment of our senior management and
other key employees, such as our chief executive officer and our chief financial officer. For example, we
recently hired several senior management positions, including our chief executive officer and chief financial
officer in the first quarter of 2005, and our continued success will depend on their effective integration into and
management of us. There can be no assurance that our management team will be able to be integrated into our
business and work together effectively. Our current senior management and employees have only worked
together for a relatively short period of time as a result of recent changes in senior management. We do not
maintain key man life insurance on any of our executive officers. Additionally, our continued success depends,
in part, on our ability to retain qualified technical, sales and other personnel. In particular, we have recently
hired a significant number of sales personnel who may take some period of time to become fully productive.
We generally find it difficult to find qualified personnel with relevant experience in both technology sales and
human capital management. Because our future success is dependent on our ability to continue to enhance
and introduce new products, we are particularly dependent on our ability to retain qualified engineers with the
requisite education, background and industry experience. In particular, because our research and development
facilities are primarily located in Quebec, we are substantially dependent on that labor market to attract
qualified engineers. The loss of the services of a significant number of our engineers or sales people could be
disruptive to our development efforts or business relationships. If we lose the services of one or more of our
senior management or key employees; or if one or more of them decides to join a competitor or otherwise to
compete with us, our business could be harmed.

We currently devive a material portion of our revenue from international operations and expect to expand
our international operations. However, we do not have substantial experience in international markets,
and may not achieve the expected results.

During the year ended December 31, 2005, revenue generated outside the United States was 12% of total
revenue, with Canada accounting for 7% of total revenue. We currently have international offices in Australia,
Canada, France, the Netherlands and the United Kingdom. We may expand our international operations,
which will involve a variety of risks, including:

» unexpected changes in regulatory requirements, taxes, trade laws, tariffs, export quotas, custom duties
or other trade restrictions,

« differing regulations in Quebec with regard to maintaining operations, products and public information
in both French and English,
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+ differing labor regulations, especially in France. and Quebec, where labor laws are generally more
* advantageous to employees -as compared to the United Statcs, mcludrng deemed hourly wage and
ovcmme regulatrons in these locations, '

s more stringent regulanons relatrng to 'data pnvacy and the unauthorized use of, or access to,
commercial and personal 1nformatron partrcularly in Europe and Canada

- o greater difficulty in supportﬂmg‘ and’ locahzmg our products,
» changes in a specrﬁc country s or regron s political or economic conditions,

« challenges inherent in’efficiently managmg an increased number of employees over large geographic
distances, including the need to implement appropriate systems, policies, benefits and compliance
_ programs,

+ limited or unfavorable intellectual property protection, and
» restrictions on repatriation of earnings. o

We have limited experience in marketing, selling and supporting our products and sei’vices abroad. If we
invest substantial time and resources to expand our international operations and are unable to do so
successfully and in a timely manner, our busmcss and operatmg results will ‘suffer.

" Fluctuations in the exchange rate of foreign currencies could result in currency transactwn losses, whlch
could harm our operating results and ﬁnanctal condition.

We currently have foreign sales denommated in forelgn currencies, including the Canadian dollar,
Australian dollar, Euro, New Zealand dollar, British pound and Swiss franc, and may in the future have sales
denominated in the currencies of additional countries in which we establish or have established sales offices. In
addition, we incur a substantial portion of our opcratmg expenses in Canadian dollars and, to a much lesser
extent, other foreign currencies. Any fluctuation in the exchange rate of these foreign currencies may
negatively affect our business, financial condition and operating results. For example,.the Canadian dollar
increased in value by approximately 7% and 8% over the U.S. dollar during 2005 and 2004, respectively. In
2005, this change resulted in a net decrease to our earnings of $1.6 million, and was comprised of increased
revenues of $0.4 million, increased cost of sal\\es of $0.6 million, and increased operating expenses of
$1.3 million. In 2004, this change resulted in a net decrease to our earnings of $1.4 million, and was comprised
of increased revenues of $0.4 million, increased cost of sales of $0.6 million, and increased operating expenses
of $1.2 million. We have not previously engaged in foreign currency hedging. If we decide to hedge our foreign
CurTency exposure, we may not be able to hedge effectrvely due to lack of experience, unreasonable costs or
illiquid markets. -

If we fail to defend our proprietary rights aggréssively, our competitive advaritage could be impaired and
we may lose valuable assets, experience reduced revenue, and incur costly Iztzgauon fees to protect our
rights. .

Our success is dependent, in part, upon proteCting our proprietary technology. We rely on a combination
of copyrights, trademarks, service marks, trade secret laws, and contractual restrictions to establish and protect
our proprietary rights in our products and services: We do not have any issued or pendmg patents and do not
rely on patent protection. We will not be able to protect our intellectual property if we are unable to enforce
our rights or if we do not detect unauthorized use of our intellectual property. Despite our precautions, it may
be possible for unauthorized third parties to copy our products and use information that we regard as
proprietary to create products and services that compcte with ours. Some hcense provrslons protecting agamst
unauthorized use, copying, transfer and disclosure: of our licensed products may be unenforceablo under the
laws of certain jurisdictions and foreign countries in which we operate. Further, the laws of some countries do
not protect proprietary rights to the same extent as the laws of the United States: To the extent we expand our
international activities, our exposure to unauthorized copying and use of .our products and proprietary
information may increase.. We enter into confidentiality and invention .assignment agreements with our




employees and consultants and enter into confidentiality agreements with the parties with whom we have
strategic relationships' and business alliances. No.assurance can be given that these agreements will be
effective in controlling access to and distribution of our products and proprietary information. Further, these
agreements do not prevent our competitors from developing technologies independently that are substantially
equivalent of superior to our products Initiating: legal action miay be necessary in the future to enforce our
intellectual property rights and to protect our trade secrets. Litigation,  whether successful or unsuccessful,
could result in substantial costs and diversion of management resources, either of which could seriously harm
our business.

Our results of operations may be adversely affected if we are subject to a protracted infringement claim

or a claim that results in a significant award for damages. ‘

We expect that software product developers such as ourselves will increasingly be subject to infringement
claims as the number of products and competitors grows and.the functionality of products in different industry
segments overlaps. For example, the holder of patent number 6,701,313B1 has verbally asserted that he
believes our software products infringe upon his patent. We have reviewed this miatter and we believe that our
software products-do not infringe upon any valid and enforceable claim of his patent. In addition, a competitor
has written us to request that we enter, into licensing discussions or to advise them as to why we believe a
functionality contained in some of .our product offerings is not covered by their patent number 5,999,939. We
have reviewed this matter and we believe that our software products do not infringe upon any valid and
enforceable claim of his patent. We believe that this patent would apply, if at all, to an optional feature of our
product offerings used by some of our customers. To. date, we are not aware of any legal claim that has been
filed against us regarding these matters, but we can give no assurance that claims will not be filed. Our
competitors or other third parties may also challenge the validity or scope of our intellectual property rights. A
claim may also be made relating to technology that we acquire or license from third parties. If we were subject
to a cldim of infringement, regardless of the merit-of the claim or our defenses, the claim could:

e require costly lrtrgatron to resolve and the payment of substantral damages,
+ require significant management time, -

« cause us to' enter_ into unfavorable royalty or license agreements,

* require us to'dlscontinue’the sale of our products,

« require us to indemnify our customers or third-party service providers, or -

require us to expend additional development resources to redesign our products.

We may also be required to indemnify our customers and third-party service providers for third-party
products that are incorporated into our products and that infringe the intellectual property rights of others.
Although many of these third parties are obligated to indemnify us if their products infringe the rights of
others, this 1ndemn1ﬁcatron may not be adequate.

In addition, from time to time there have been claims challenging the ownership of open source software
against companies that incorporate open source software into their products. We use open source software in
our products and may use more open source software in the future. As a result, we could be subject to suits by
parties claimirng ownership of what we belreve to be open source software. L1t1gatron could be costly for us to
defend, have a negative effect on our operating results and financial condition or requrre us to devote addrtronal
research and development resources to change our products.

We employ technology Itcensed from third parties far use in or with our soluttons, and the loss or
" mabzhty to maintain these’ licenses or errors in the software we license could result in mcreased costs, or
~ reduced servtce levels, which would adversely aﬁ"ect our business.

We include in the. drstrrbutlon of our solutions certarn technology obtamed under lrcenses from other
companies; such as Otacle for database software, Business Objects for reporting software and web Methods for
integration software. We anticipate that we will continue to license technology and development tools from
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third parties in the future. Although we believe that there are commercially reasonable software alternatives to
the third-party software we currently license, this-may not always be the case, or-we may license third=party
software that is more difficult or costly to replace than the third:party. software we currently. license. In
addition, integration of our products with new third-party software may-require significant work and require
substantial allocation of our time and resources. Also, to the extent that our products depend upon the -
successful operation of third-party products in conjunction with our products any undetected errors in these
third-party products could prevent the implementation or 1mpa1r ‘the functionality of our products, delay new
product introductions and injure our reputation. Qur use of additional or.altérative third-party software would
require us to enter into license agreements wjth'third part'ies,,which could result in higher co‘sts.

Failure to implement the appropriate controls and procedures to manage our growth could harm our
" ability to expand our busmess our operatmg results and our overall ﬁnancml condttwn

We experrenced a penod of rap1d growth in our operat1ons, which has placed and will contmue to place, a
significant strain on our management, admmlstratrve operational, technical and financial infrastructure. For
example,-in 2005 we completed an' acquisition’ which added a new product line, became an SEC reporting
company, completed our initial public offering and increased revenues from $58.7 million to $78.4.million. To
manage our growth, we will need to continue to improve our operational, financial, and management processes
and controls and our reporting systems and procedures While the’ Company is focused on the need for
1mproved processes and controls, to date the Company has had a dlfﬁcult time hiring sufficient personnel and
1mplement1ng appropriate procedures to remedrate exrstmg deﬁcrenc1es For example the Company had
mater1al weaknesses in each of 2005 and 2004.: ’

‘1n addition, we are in'the process of movrng many of our admmlstratwe functions, including much of our
finance department from Quebec City to San Francisco to support our contmued growth and integration with
management, This move is disruptive to our core business and has increased strain on our management and
employees.. These efforts may require us to make significant capital expenditures or incur significant expenses,
and divert the attention of our personnel from. our core, business operations, any of which may adversely affect
our financial performance. If we fail to manage our growth successfully, our business, operating results, and
overall financial condltlon will be adversely affected.

1
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We currently have deficiencies in our internalfcontrol- over financial reporting and have restated our
previously issued financial results. If we are unable to improve and maintain the quality of our system of
internal control over financial reporting, any deficiencies could materially and adversely affect our ability
to provide timely and accurate financial information about our company.., :

In December 2005 and in connectlon w1th the December 31, 2005 year end audit of our financial
statements, management and our mdependent reglstered pubhc accountlng firm identified deficiencies in our
internal control over financial reporting. These were matters that in our Judgment could adversely affect our
ability to record, process summarize and report financial data consistent w1th the assertions of management in
our financial statements. Under Auditing Standard No. 2 issued by ‘the Public’ Company Accounting
Oversight Board (United States) these deficiencies were deemed to be materral weaknesses. [n particular, we
discovered errors in respect to depreciation of fixed assets, and accrual of d1V1dends on preferred stock which
requrred adjustment. As a result, the Company, has restated its consohdated ﬁnanc1al statements as further
detailed elsewhere in this document. We also determined 4 failure to approprrately apply Generally Accepted
Accounting Principles (GAAP) to certain aspects of our financial reporting resulting from the lack of a
properly designed financial reporting process and a lack of sufficient technical accounting expertise. Certain of
such deficiencies were also deemed to be material weaknesses. We have begun to remediate all known
material weaknesses and significant deficiencies; however, we cannot be certain that the measures we have
taken will ensure that -we will maintain effective controls over our financial processes and reporting in the
future. Any failure to maintain effective controls or to adequately implement required new or improved
controls -could harm our operating results or cause us to. fail to meet .our reporting obligations. Ineffective
internal controls could also cause investors to lose-confidence in our-reported financial information.
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We are in the process of reviewing and redesigning our interrial controls over financial reporting related to
our closing procedures and processes, our calculations of our reported numbers, including depreciation
expense, fixed assets and accrual of dividends on preferred stock, and the need to strengthen our technical
accounting expertise. Specifically, we have undertaken the following actions: ’

« purchased a new general accounting system; a new system for accounting for revenues and deferred
revenues; and a new system for accounting for stock options;

+ begun to implement and document policies around closing processes;

« improved detective controls with greater financial analysis relating to opefational metrics that drive our
financial results;

« hired personnel with more experience in financial reporting and accounting processes than the
incumbent group and are seeking additional technical accounting resources;

» begun the process of transferring certain of our accounting functlons to our head office; and

+ begun the process of benchmarking our mternal financial operatlons and improving internal controls
over financial reporting and implementing best practices in business processes.

We believe these steps, when completed and fully implemented, will address our material weaknesses and
significant deficiencies. We expect to continue to enhance our internal ‘controls over financial reporting by
adding resources in key functional areas and to take steps to increase our level of documentation, enhance
segregation of duties, and bring systems security and transactional control procedures to a higher level. We
have discussed and disclosed these matters to the audit committee of our board of directors and will continue
to do so. We currently expect to complete these remedial steps by the third quarter of 2006. We believe the
costs associated with these remedial measures will be material, including the purchases of new accounting
systems and related consulting which could cost in excess of $1 million. '

As discussed above, we have restated our financial statements due to the material weaknesses referenced
above relating to errors in depreciation of fixed assets and accrual-of dividends on preferred stock (see Note 2
of the Notes to our Consolidated Financial Statements). In 2004, we restated our consolidated financial
statements for 2003. Execution of these restatements has created a significant strain on our internal resources,
and has increased our costs and caused management distraction. We believe that any future restatements
would likely cause additional strain on our operations. In addition, the fact we have had restatements in 2004
and 2005 may cause investors to lose confidence in the accuracy and completeness of our financial reports,
which could have an adverse impact on our stock price. '

Pursuant to Section 404 of the Sarbanes-Oxley Act of 2002, begmmng with our Annual Report on
Form 10-K for the fiscal year ending December 31, 2006, we will be required to furnish a report by our
management on our internal control over financial reporting. Such report will contain, among other matters, an
assessment of the effectiveness of our internal control over financial reporting as of the end of our fiscal year,
including a statement as to whether or not our internal control over financial reporting is effective. This
assessment must include disclosure of any material weaknesses in our internal control over financial reporting
identified by management. Such report must also contain a statement that our auditors have issued an
attestation report on management’s assessment of such internal control. If we are unable to assert that our
internal controls over financial reporting is effective ‘as of December 31, 2006, we could lose investor
confidence in the accuracy and completeness of our financial reports, which would have an adverse effect on
our stock price.

Difficulties that we mdy encounter in managing changes in the size of our business could affect our
operating results adversely.

Our business has expencnced rapid growth in employee count since inception through both internal
expansion and acquisitions. In 2005, we began taking steps to align our resources with our operating
requirements in order to increase our efficiency. Through these steps, we have reduced our headcount and
incurred charges for employee severance. As many employees are located in Quebec, Canada, we will have to
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pay the severance amounts legally required in such jurisdiction, which may exceed those of the United States.
While we believe that these steps help us achieve greater operating efficiency, we have limited history with
such measures and the results of these. measures are difficult to predict. Additional restructuring efforts may
be required. In order to manage our business effectively, we must continually manage headcount in an efficient
manner. Our productivity and the quality of our products may be adversely affected if we do not integrate and
train our employees quickly and effectively and coordinate among our executive, engineering, finance,
marketing, sales, operations, and customer support organizations, all of which add to the complexity of our
organization. We believe reductions in our workforce, management changes, and facility consolidation create
anxiety and uncertainty, and may adversely affect employee morale. These measures could adversely affect our
employees that we wish to retain and may also adversely affect our ability to hire new personnel. They may
also negatively affect customers. In addition, our revenues may not grow in alignment with our headcount.

Failure to manage our customer deployments effectively could increase our expenses and cause customer
dissatisfaction.

Enterprise deployments of our products require a substantial understanding of our customers’ businesses,
and the resulting configuration of our solutions to their business processes and integration with their existing
systems. We may encounter difficulties in managing the timeliness of these deployments and the allocation of
personnel and resources by us or our customers. In certain situations, we also work with third-party service
providers in the implementation or software 'integration-related services of our solutions, and we may
experience difficulties in managing such third parties. Failure to manage customer implementation or software
integration-related services successfully by us or our third-party service providers could harm our reputation
and cause us to lose existing customers, face potential customer disputes or limit the rate at which new
customers purchase our solutions.

Acquisitions and investments present many visks, and we may not realize the anticipated financial and
strategic goals for any such transactions, which would harm our business, operating results and overall
financial condition. In addition, we have limited experience in acquiring and integrating other
companies.

We have made, and may continue to make, acquisitions or investments in companies, products, services,
and technologies to expand our product offerings, customer base and business. We have limited experience in
executing acquisitions. In October 2003, we acquired White Amber, a privately-held-company that provided a
temporary talent management solution, which we introduced as our Taleo Contingent solution, and in March
2005, we acquired Recruitforce.com to enable us to extend our offerings to small and medium-sized
organizations. Such acquisitions and investments involve a number of risks, including the following:

+ learning that we are unable to achieve the anticipated benefits from our acquisitions,

"« discovering that we may have difficulty integrating the accounting systems, operations, and personnel
of the acquired business, and may have difficulty retaining the key personnel of the acquired business,

* our ongoing business and management’s attention may be disrupted or diverted by transition or
integration issues and the complexity of managing geographically and culturally diverse locations,

» we may have difficulty incorporating the acquired technologies or products, including our Taleo
Contingent solution and the software acquired in the Recruitforce acquisition, into our existing code
base,

» there may be customer confusion regarding the positioning of acquired technologies or products,

» we may have difficulty maintaining uniform standards, controls, procedures and policies across
locations,

« we may have difficulty retaining the acquired business’ customers, and

« we may experience significant problems: or- liabilities associated with product quality, technology and
legal contingencies. 3
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For example, with respect to our acquisition of White Amber, we expended significant management time
in attending to integration activities relating to employee relations and benefits matters, integration of product
pricing, and the consolidation of other infrastructure to common systems. From time to time, we may enter
into negotiations for acquisitions or investments that are not ultimately consummated. Such negotiations could
result in significant diversion of management time, as well as out-of-pocket costs.

The consideration paid in connection with an investment or acquisition also affects our financial results. If
we should proceed with one or more significant acquisitions in which the consideration included cash, we
could be required to use a substantial portion of our available cash to consummate any acquisition. To the
extent that we issue shares of stock or other rights to purchase stock, including options or other rights, existing
stockholders may be diluted and earnings per share may decrease. In addition, acquisitions may result in the
incurrence of debt, material one-time write-offs, or purchase accounting adjustments and restructuring
charges. They may also result in recording goodwill and other intangible assets in our financial statements
which may be subject to future impairment charges or ongoing amortization costs, thereby reducing future
earnings.

Unfavorable economic conditions and reductions in information technology spending could limit our
ability to grow our business.

Our operating results may vary based on the impact of changes in global economic conditions on our
customers. The revenue growth and profitability of our business depends on the overall demand for enterprise
application software and services. Most of our revenue is currently derived from large organizations whose
businesses fluctuate with general economic and business conditions. As a result, a softening of demand for
enterprise application software and services, and in particular enterprise talent management solutions, caused
by a weakening global economy may cause a decline in our revenue. Historically, economic downturns have
resulted in overall reductions in corporate information technology spending: In the future, potential customers
may decide to reduce their information technology budgets by deferring or reconsidering product purchases,
which could reduce our future earnings.

Our reported financial vesults may be adversely affected by changes in generally accepted accounting
principles.

Generally Accepted Accounting Principles, or GAAP in the United States are subject to interpretation
by the Financial Accounting Standards Board, or FASB, the American Institute of Certified Public
Accountants, the Securities and Exchange Commission, or SEC, and various other organizations formed to
promulgate and interpret accounting principles. A change in these principles or interpretations could have a
significant effect on our historical or projected financial results. For example, we have not historically been
required to record stock-based compensation charges if an employee’s stock option exercise price is equal to or
exceeds the deemed fair value of the underlying security at the measurement date. However, beginning
January 1, 2006, Statement of Financial Accounting Standards (SFAS) No. 123R, “Share-Based Payment,”
or SFAS 123R, requires companies to expense the fair value of employee stock options and similar awards.
SFAS 123R addresses accounting for transactions in which an entity obtains employee services in exchange
for share-based payments. SFAS 123R requires entities to recognize stock compensation expense for awards
of equity instruments to employees based on the grant-date fair value of those awards, with limited exceptions.
The effect of this pronouncement on our results of operations will be material. We are currently in the process
of evaluating the impact and implementation of SFAS 123R.

If tax benefits currently available under the tax laws of Quebec are reduced or repealed, or if we have
taken an incorrect position with respect to tax matters under discussion with the Canadian Revenue
Authority, our business could suffer.

The majority of our research and development activities are conducted through our Canadian subsidiary,
Taleo (Canada) Inc. We participate in a government program in Quebec that provides investment credits
based upon qualifying research and development expenditures. These expenditures primarily consist of the
salaries for the persons conducting research and development activities. We have participated in the program
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for five years, and expect that we will continue to receive these investment. tax credits through September ‘
2008. In 2003, we recorded a $2.1 million reduction in our research and development expenses as a result of
this program. We anticipate the continued reduction of our research and dcvclopment expenses through 2008.
If these investment tax benefits are reduced or chmlnated our financial condition and operating tesults may be -
adversely affected. In addition, we are in the process of an audit by the 'Canada Revenue Agency relating to
transfer pricing for the transfer of intellectual property between our subsidiaries, in which the Canada Revenue
Agency has proposed. 'a reassessment of Cdn $9 4 million in Tespect of our 1999 taxation 'year; we are in the
process of disputing the reassessment. In addltron, we may receive reassessments for subsequent taxation
years. We are currently unable to evaluate the likelihood that we will prevail on our historical treatment of our
transfer pricing or the amount we might be required to pay, if any, in the event of an adverse, result. If the
Canada Revenue Agency disagrees with our interpretation, our financial results would be adversely affected.

Evolving regulation of the Internet may increase our expenditures related to compliance efforts, which
may adversely affect our ﬁnancml condzzzon

As Internet commerce continues to evolve, 1ncrcasmg regulatlon by federal, state or foreign agencies
becomes more likely. We are particularly sensitive to these risks because the Internet is a Critical componernt
of our business model. For example, we believe increased regulation is likely-in the area of data’privacy, and
laws and regulations applying to the solicitation, collection, processing or use of personal or consumer
information could affect our customers’ ability to use and share data, potentially reducing demand for
solutions accessed via the Internet and restricting our ability to:store, process -and share.data ‘with our
customers via the Internet. In addition, taxation of services provided over the Internet.or other charges
imposed by government agencies or by private organizations for accessing the Internet may also be imposed.
Any regulation imposing greater fees for internet use or, restricting information exchange over the Internet
could result in .a decline in the usé of the Internet and the wiability of internet-based services, which could -
harm our business.

~ Current and future litigation against us coul'd.‘be costly and time consuming to defend.

We are regularly subject to legal proceedings and claims that arise in the ordinary course of business.
Litigation may result in substantial costs arid may divert management’s attention and resources,’ whrch rnay
senously harm our busmess overall financial condition, and operatmg results .

If we fail to develop our brand cost-eﬁ”ectively, our customers may not recogni‘ze our brand and we may’
incur significant expenses, which would harm our business and financial condition.

In March 2004 we changed our name from Recruitsoft, Inc. to Taleo Gorporation.and we continue our
rebranding efforts. For example, we recently adopted a new corporate logo. We may need to incur substantial
expense and the rebrandmg effort may requrre more time than we anticipate before our brand gains broad
recognition within our industry. We believe that, developmg and maintaining awareness of our brand in a cost-
effective manner is critical to achrcvmg w1despread acceptance of our ex1st1ng and future solutiohs and'is an
important element in attracting new customers. Furthermore, we ‘believe that the importance of brand
recognition will incréase as competition in our market intensifies. Successful promotion of our brand will °
depend largely upon the effectiveness of our marketing efforts and on our ability to provide reliable and useful”
solutions at competitive prices. In the past, our efforts to build our brand have ‘involved significant expense,
and we expect to increase that expense in connection with our rebranding and marketing processes.’ Brand
promotion activities may not yield increased reévenue, and even - if they do, any increased revenue may not
offset the expenses we incur in building our brand. If we fail to promote successfully and maintain our brand,
we may fail to attract enough new customers or retain our existing customers-to the extent necessary. to realize
a sufficient return on our brand-building efforts, and our business could suffer.

|
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Our stock price is likely to be volatile and could decline, vesulting in a substanttal loss on your
investment.

. The stock market in general and the market for technology-related stocks in particular has been highly
volatile. As a result, the market price of our Class A common stock is likely to be similarly volatile, and
investors in our Class A common stock may experience a decrease in the value of their stock, including
decreases unrelated to our operating performance or prospects. The price of our Class A.common stock could
be suchct to wide fluctuations in response to a number of factors, including those listed in this “Risk Factors”
section and others such as:

* our operating performance and the performance of other 51m11ar companies, -

« the overall performance of the equlty markets, '

' developments with respect to intellectual property rights,

+ publication of unfavorable research reports about us or our rndustry or withdrawal of research,
. coveragc by securrtres analysts,

» speculation in the press or investment community,

terrorist acts, and

+ announcements by us or our competitors of significant contracts, new technologies, acqursmons
commercial relationships, ]ornt ventures, or capital commitments.
Our principal stockholders will have a controlling inﬂuence over our business affairs and may make
business decisions with which you disagree and which may adversely affect the value of your investment.

Our executive officers, directors, major stockholders and their affiliates beneficially own or control,
indirectly or directly, a substantial number of shares of our Class A and Class B common stock. As a result, if
some of these persons or entities act together, they-will have the ability to control matters submitted to our
stockholders for approval, including the election and removal of directors, amendments to our certificate of
incorporation and bylaws, and the approval of any business combination. These actions may be taken even if
they are opposed by other stockholders. This concentration of ownership may also have the effect of delaying
or preventing a change of control of our company or discouraging others from making tender offers for our
shares, which could prevent our stockholders from receiving a premium for their shares.

We may need to raise addttzonal capital, whtck may not be avatlable, thereby adversely aﬁ"ectmg our
ability to operate our business.

'If we need to raise additional funds due to unforeseen circumstances or continued operating losses, we
cannot be certain that we will be able to obtain additional financing on favorable terms, if at all, and any
additional financings could result in additional dilution to our existing stockholders. If we need additional
capital and cannot raise it on acceptable terms, we may not be able to meet our business objectrvcs our stock
price may fall and you may lose some or all of your investment.

Provisions'in our charter documents and Delaware law may delay or prevent an acquisition of our
company.

Our cernﬁcate of 1ncorporat10n and bylaws contain provisions that could increase the difficulty for a third
party to acquire us without the consent of our board of directors. For example, if a potential acquiror were to
make a hostile bid for us, the acquirer would'not be able to call a special meeting of stockholders to remove
our board of directors or act by written consent without 8 meeting. In addition, our board of directors has
. staggered terms, which means that replacing a majority of our directors would require at least two annual
meetings. The acquirer would also be required to provide advance notice of its proposal to replace directors at
any annual meeting, and will not be able to cumulate votes at a meeting, which will require the acquirer to
hold more shares to gain representation on the board of directors than if cumulative voting were permitted.
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Our board of directors also has the ability to issue preferred stock that could significantly dilute the
ownership of a hostile acquirer. In addition, Section 203 of the Delaware General Corporation Law limits
business combination transactions with 15% or greater stockholders that have not been approved by the board
of directors. These provisions and other similar provisions make it more difficult for a third party to acquire us
without negotiation. These provisions may apply even if the offer may be considered beneficial by some
stockholders. *

The requirements of being a public company has been, and may continue to be, a strain on our vesources,
which may adversely affect our business and financial condition. .

We are subject to a number of requirements, including the reporting requirements of the Securities
Exchange Act of 1934, as amended, the Sarbanes-Oxley Act of 2002 and the listing standards of The
NASDAQ Stock Market, Inc. These requirements have placed a strain on our systems and resources and will
likely continue to do so. The Securities Exchange Act requires, among other things, that we file annual,
quarterly, and current reports with respect to our business and financial condition. The Sarbanes-Oxley Act
requires, among other things, that we maintain effective disclosure controls and procedures and internal
control over financial reporting. We have had two restatements of historical financial information in 2005 and
believe that we have deficiencies in our internal control over financial reporting that will require significant
remediation. In order to maintain and improve the effectiveness of our disclosure controls and procedures and
internal control over financial reporting, significant resources and management oversight will be required. As a
result, our management’s attention might be diverted from other business concerns, which could have a
material adverse effect on our business, financial condition, and operating results. In addition, we might need
to hire additional accounting and financial staff with appropriate public company reporting experience and
technical accounting knowledge, and we might not be able to do so in a timely fashion. The listing standards of
the NASDAQ Stock Market require, among other things, that within a year of the date of our proposed initial
public offering all of the members of committees of our board of directors, including our audit committee,
consist of independent directors. We might not. be able to retain our independent directors, or attract new
independent directors, for our committees.

Holders of our Class B common stock vote with our Class A common stock, which dilutes the voting
power of our Class A common stockholders.

4,038,287 shares of our Class B common stock are held by holders of our exchangeable shares in order to
allow them voting rights in Taleo without having to exchange their shares in 9090-3415 Quebec Inc. and suffer
the corresponding Canadian tax consequences. These Class B shares vote as a class with our Class A common
stock and, upon exchange of the exchangeable shares for Class A common stock, will be redeemed on the
basis of one share of Class B common stock redeemed for each one share of Class A common stock issued.
Therefore, approximately 18% of the voting power of our outstanding shares as of December 31, 2003, is held
by the Class B common stockholders and will continue to be held by them until they decide to exchange their
exchangeable shares. Accordingly, our Class B.common stock constitutes, and is expected to continue to
constitute, a significant portion of the shares entitled to vote on all matters requiring approval by our
stockholders. :

We have vecently signed a lease on a new headquarters facility that is incremental to an existing lease
on our current headquarters facility. If we are not able to successfully sublease our existing headquarters
facility, or our growth rates slow and we then have excess real estate at our new headquarters facility, we
may need to recognize a loss on our facilities leases.

We leased a 35,000 square foot facility in Dublin, California in March 2006 for a seven year term as our
new headquarters facility. In addition, we have approximately 12,000 square feet of space on our existing
headquarters facility in San Francisco, California that we have currently listed for sublease. We have made
certain assumptions relating to occupancy, the costs that will be incurred to satisfy our lease payments and
operating costs, and the time necessary to sublease our existing headquarters, as well as projected future
sublease rental rates and the anticipated durations of future subleases. We have not recognized a loss on our
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estimated sublease income; however, we may need to change our estimate of liability, the effect of which could
be a material reduction in net income.

ITEM 1B. UNRESOLVED STAFF COMMENTS

None.

ITEM 2. PROPERTIES

Our principal offices are in San Francisco, where we lease approximately 12,000 square feet of space at
our current headquarters and in Quebec City, where we lease approximately 48,000 square feet of space used
primarily by our research and development group. On March 16, 2006, we entered into a lease agreement with
BIT Holdings Fifty-Six, Inc. (the “Landlord”) for office space consisting of approximately 35,000 square feet
and located at 4140 Dublin Boulevard, Suite 400, Dublin,. California. This office space will serve as the
Company’s new head office. The term of the lease is for seven years, commencing on June 15, 2006. We plan
to sublease our existing head office at 575 Market Street in San Francisco. The term of the lease is for seven
(7) years, commencing on June 15, 2006, and we have one option to renew the lease for an additional term of
five (5) years. We will pay base rent ranging from approximately $52,430 per month to approximately
$85,020 per month, in addition to operating expenses and taxes, for the duration of the lease term. In addition,
we are generally responsible under the lease for the condition, order, repair and maintenance of the premises.

In North America, we have additional sales and services personnel throughout the United States,
including offices in Chicago and the greater New York area, and Canada, including Montreal and Toronto.
Outside of North America, we maintain offices for our sales and services personnel in Paris and Sydney. We
have additional sales and service personnel based in Amsterdam, London, Paris, and Melbourne. We believe
that our facilities are adequate for current needs and that suitable additional or substitute space will be
available as needed to accommodate foreseeable expansion of our operations.

ITEM 3. LEGAL PROCEEDINGS

From time to time, we are involved in claims, legal proceedings and potential claims that arise in the
ordinary course of business. For example, holders of certain patents have asserted that our technology infringes
patented technology (see Item 1A. — “Risk Factors”) but have not filed legal actions against us to date,
Based upon currently available information, management does not believe that the ultimate outcome of these
unresolved matters, individually and in the aggregate, is likely to have a material adverse effect on our
financial position or results of operations. However, litigation is subject to inherent uncertainties and our view
of these matters may change in the future. If we should be subject to an unfavorable ruling by a court, there
exists the possibility of a material adverse impact on our financial position and results of operations for the
period in which the unfavorable outcome occurs, and potentially in future periods.

ITEM 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS

None.

PART I

ITEM 5. MARKET FOR REGISTRANT'S COMMON EQUITY, RELATED STOCKHOLDER
MATTERS AND ISSUER PURCHASES OF EQUITY SECURITIES

Market Information

Our Class A common stock has traded on the NASDAQ National Market under the symbol “TLEQ”
since September 29, 2005. Prior to that time, there was no public market for our Class A common stock. The
following table sets forth the range of high and low sales prices at the closing on the NASDAQ National
Market of the Class A common stock for the periods indicated, as reported by the NASDAQ National
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Market. Such quotations represent inter-dealer prices without retail markup, markdown or commission and
may not necessarily represent actual transactions.

‘ , High Low
Fiscal 2005 : : y o ,
Fourth quarter ... e AU P e $13.91  $10.95

Our Class B common stock 1s neither lrsted nor. pubhcly traded

As of April 14, 2006, there were approx1mately 102 holders of record of our Class A common stock and
18 holders of record of our Class B common stock

Divide_nd Policy

We have never declared or'pﬁid any cash dividends on our Class-A common stock. We currently expect to
retain any future earnings for use ‘in the operation and expansion of our business and do not anticipate paying
any cash dividends on our Class: A common stock in the foreseeable future.

Sale of Unregistered Securities

In the three months ended December 31, 2005, we issued an aggregate of 22,332 shares of our Class A
common stock to certain employees and officers upon the exercise of options awarded under our Class A
Common Stock Option Plans. We received aggregate proceeds of $70,723 as a result of the exercise of these
options. We believe these transactions were exempt from the registration requirements of the Securities Act as
transactions pursuant to compensatory benefit plans and contracts relating to compensation as provided under
Rule 701 or under Section 4(2) of the Securities Act of 1933, as amended, and Regulation D promulgated
thereunder, with respect to such shares.

Use of Proceeds from Publlc Oﬂ‘ermg

The Secunnes and Exchangc Commrssmn declared our registration statement, filed on Form S-1
(File No. 333-114093) under the Securities Act in connection with the initial public offering of our Class A
common stock, $0.00001 par value, effective on:September 28, 2005. The underwriters were Citigroup Global
Markets Inc., Merrill Lynch, Pierce, Fenner & Smith Incorporated, J.P. Morgan Securities Inc., CIBC World
Markets Corp. and ThinkEquity Partners LLC .

Our initial public offering closed on October 4, 2005. 7,705,000 shares of Class A common stock wete
registered under the registration statement, and 6,700,000 shares of Class A common.stock were sold to the
public at a price of $14.00 per share. Of the 6,700,000 shares of Class A common stock sold in the offering,
5,360,000 shares were sold by us and 1,340, 000 shares were sold by certain selling stockholders. The offering
terminated after the sale of the 6,700,000 shares

The aggregate gross proceeds from the sale of shares of Class A common stock by us were approximately
$75.0 million and the aggregate gross proceeds from the sale of shares of Class A common stock by the selling
stockholders were approximately $18.8 m1ll1on The aggregate net proceeds to us were approximately
$65.9 million after deducting approximately $5 3 million in underwritifig discounts and commissions and
$3.9 million in other costs incurred in connection with the offering.

We intend to use the net proceeds for general corporate purposes, which may include expansion of our
sales and marketing and research and development efforts, payment of indebtedness, working capital, capital
expenditures and potential acquisitions of complementary businesses, products and technologies. From the
effective date of the registration to the end of the year, we used approximately $20.6 million of the net
proceeds of this offering to repay our loan wrth Goldman Sachs.- Specialty Lending Group (“Goldman
Sachs”), and have paid approximately $1.3 mrllron in respect of capital expenditures. We have no current
agreements or commitments with respect to any material acquisitions. Pending such uses, we intend to invest
the net proceeds in short-term, interest-bearing; investment-grade securities or government securities.

|
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ITEM 6. SELECTED FINANCIAL DATA -

The selected consolidated financial data set forth below has been restated to reflect adjustments that are
further discussed in the “Restatement Note” in Item 7, “Management’s Discussion and Analysis,” below, and
in Note 2 “Restatement™ to our consolidated financial statements included in Part II Item 8 “Financial
Statements and Supplementary Data” of this Form 10-K. The information below .is derived. from our
consolidated financial statements and should be read in conjunction with our consolidated financial statements
and related notes and ‘“Management’s Discussion and Analysis of Financial Condition and Results of
Operations” included elsewhere in this Annual Report on Form 10-K. The consolidated: statement of
operations data for each of the years ended December 31, 2005, 2004 and 2003 and the consolidated balance
sheet data as of December 31, 2005 and 2004 are derived from our audited consolidated financial statements
and related notes appearing elsewhere in this report. The consolidated statement of operations data for each of
the years ended December 31, 2002 and 2001 and the consolidated balance sheet data as of December 31,
2003, 2002 and 2001 are derived from our consolidated financial statements which are not included in this
report. Our historical results are not necessarily indicative of results for any future period.

Year Ended December 31,

2005 2004 2003 2002 2001
(Restated)  (Restated) (Restated) (Restated)
(1) 1 (2) 2 -

(In thousands, except per share data)

Consolidated Statement of Operations Data(3):‘.

Revenue: ‘ ,

Application. . . .. e e $63,296 - $ 49,010 $ 36,029 § 20,753 § 7,827
Consulting ........ooviii i 15,114 9,640 - 7,606 - 7,635 4,720
Total TEVENUE . .. ..\ v vveernen. PR L. 78,410 58,650 43,635 28,388 12,547
Cost of revenue: . A
Application. ............ ... o o 16,419 14,627 7,691 3,987 1,719
Consulting ......ovvviiviiiii e, 11,058 8,276 6,462 6,504 4,655
Total cost of revenue . .... .. PR 27477 22903 14,153 . 10,491 6,374
Gross profit ........ ... it ... 50,933 35747 29482 17,897 6,173
Opérating expenses: : . ‘ '

Sales and marketing . ............ . ... 22,544 18,153 14,767 12,205 11,211
Research and development .................. 16,687 15932 10,927 6,460 4,608
General and administrative . .......... ... ... 10,310 7,161 4,726 3372 . 1,545
Restructuring charges ...................... o 804 Co— - — —_
Charge for in-process research and development .. = — — 150 — —

Total operating expenses .................... 50,345 41,246 30,570 22,037 17,364

32




. ‘ Year Ended December 31,

2005 - 2004 12003 2002 2001
(Restated)  (Restated) (Restated) (Restated)
S 1 @ 2)
E o ‘ (In thousands, except per share data)
Operating income. (loss) ......... e 1 588 -+ (5,499) - (1,088) (4,140) (11,191)
Other income (expense): C - ‘
Interest income . . . ... R Cieen - 873 or . - 83 137 565
Interest expense.......... P LU(3,536) - (404)  T(152) (109) (186)
Other income (expense), net................. . (416) 65 . (62) (39) 68
Total other income (expense) . ."........ Lo 7 (3,079) (238) (131) (1) 447
Net loss before provision for income taxes ... .. ©(2491)  (5737)  (1,219) (4,151)  (10,744)
Provision (beneﬁt) for ineome‘ taxes ..... o .. 4 (11y ) {89) . — —
Netloss .............. T - (2,495)  (5,726) . (1,308). . (4,151) (10,744)
Accrual of dividends and issuance costs on . Lo Lo ‘
preferred stock. ., ....... ST - I '(2,984) (3,299) = (2,744) - (2,486) (4,849)
Net loss attributable to Class Acommon 1 L
stockholders . . .........00........... .. _(5 479) (9.025)  (£052)  (6637)  (15593)
Net loss attributable to Class A common e o
stockholders per share — basic and diluted(4) . . (1 19) $(161. 16) $(162 08) $(I1, 106 17) $(5,197.67)
Weighted average Class' A common shares — - ‘
basic and diluted(4) ...................... - 4,619 56 ©25 6 3
: ) As of December 31,
2005 2004 © 2003 2002 2001
o " '(Restated) - (Restated)  (Restated)  (Restated)
i 1 ) () (2)
Consolidated balance sheet data: . . o ) o
Cash and cash equivalents . . . .. e SO $59,346 $ 3, 773 $' 18,194 $ 8,964 $ 12,631
Working capital (deficit) ........... .. 258,497 (1 371) . 2,374 6,676 11,599
Total assets ............. DR e .. 99,020 38,648 - 42,057 20,162 - . 21,121
Long-term debt................... cocies 399 7 2873 -t 216 77 211
Total preferred stock and exchangeable share™ ’ - ' :
obligation ............. ... L7155 52,073 48,659 38,471 35,985
Total stockholders’ equity (deﬁ01t) e e $71 698 $(42,996) « $(34,427) $(30,191) $(24,215)
(1)

(2)

(3)

Certain 1nformat1on presented above has been restated for 2004 and 2003. See Note 2 to the Notes to our
Consolidated Financial Statements. v ‘ :

Information presented for such per1ods has been restated based on the effect of the restatement discussed
in Note 2 and to reflect. deemed d1v1dends related to ant1d11ut1on nghts triggered in 2001 on our Series B
preferred shares. .

We acquired White Amber, Inc in October 2003 and Recruitforce.com in March 2005. Our consolidated

- statement of operations and balance sheet data include the results of White Amber and Recruitforce.com

4

. only for periods subsequent to October 21, 2003 and March 10, 2005, respectively, See Management’s

Discussion and Analysis of Financial Condmon and Results of Operations and.Note 4 of the Notes to
Consolidated Financial Statements’ for addmonal information regardmg our acqulsltxon of White Amber
and Recruitforce.com. : ‘

Per share numbers reflect’ only- outstanding Cl‘ass A Common ’Stock of the Company. Exchangeable
Shares, redeemable convertible preferred: stock, stock options, and warrants are antidilutive for the
periods presented. For a description. of the Company s share cap1ta1 see Notes 10 and 11 of the Notes to
our Consolidated Financial Statements. . .
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ITEM 7. MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND
RESULTS OF OPERATION -

Certain information presented below has been restated for fiscal years 2004 and 2003. See Note 2 to the
Notes to our Consolidated Financial Statements. This discussion and analysis gives effect to the restatement.

Because the restatements for such periods are included in this Report on Form 10-K, the Company does
not anticipate amending its registration statement on Form 10 or its quarterly reports on Form 10-Q for the
quarters ended June 30, 2005 and September 30,-2005.

The information contained in this section has been derived from our consolidated financial statements
and should be read together with our consolidated financial statements and related notes included elsewhere in
this Annual Report. This Annual Report contains forward-looking statements within the meaning of
Section 27A of the Securities Act of 1933, as amended, and Section 21E of the Securities Exchange Act of
1934, as amended, and are subject to the “safe harbor” created by those sections. Some of’ the forward-
looking statements can be identified by the use of forward-looking terms such as “believes,” “expects,” “may,”
“will,” “should,” “could,” “seek,” “intends,” “plans,” “estimates,” “anticipates” or other comparable terms.
Forward-looking statements involve inherent risks and uncertainties. A number of important factors could
cause actual results to differ materially from those in the forward-looking statements. We urge you to consider
the risks and uncertainties described in “Jtem 1A. Risk Factors” in evaluating our forward-looking statements.
We have no plans to update our forward-looking statements to reflect events or circumstances after the date of
this report. We caution readers not to place undue reliance upon any such forward- looking statements, which
speak only as of the date made.

Overview

We deliver on ‘demand talent management solutions that enable organizations to assess, acquire and
manage their workforces for improved business performance. We were incorporated under the laws of
Delaware in May 1999.

We offer two suites of talent management solutions: Taleo Enterprise Edition and Taleo Business Edition.
Taleo Enterprise Edition is designed for medium to large-sized, multi-national organizations. Taleo Business
Edition is designed for small to medium-sized organizations, stand-alone departments and divisions of larger
organizations, and staffing companies. Our revenue is primarily earned through fees charged for accessing
these solutions. Our customers generally pay us in advance for their use of our solutions, and we use these cash
receipts to fund our operanons These payments for our solutions are generally. made on a quarterly or annual
basis.

We focus our evaluation of our operating results and financial condition on certain key metrics, as well as
certain non-financial aspects of our business. Included in our evaluation are our revenue composition  and
growth, net income, and our overall liquidity that is primarily comprised of our cash and accounts receivable
balances. Non-financial data is also evaluated, including, for example, purchasing trends for software
applications across industries and geographies, input from current and prospective customers. relating to
product functionality and general economic data relating to employment and workforce mix between
professional, hourly and contingent workers. We use this aggregated information to assess our historic
performance, and also to plan our future strategy. A review of our key hlstonc operating results and financial
condition is as follows: : , ‘

« Our revenue has grown sequentlally in each full year that we have been in existence, totaling
$78.4 m1111on $58 7 mllhon and $43 6 mllhon in each of 2005, 2004 and 2003 respectively.

» We have incurred losses in each year that we have been in existence, with our losses being $2.5 million,
$5.7 million and $1.3 million in each of 2005, 2004 and 2003, .respectively. A material portion of our
losses in 2005 relates to fees associated with, the funding and subsequent re-payment of a loan with
Goldman Sachs Specialty Lending Group. Qur losses increased in 2004 as compared to 2003 due to a
shift in our business to a pure recurring revenue model and an incréased level of investment.in our
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infrastructure to support our continuing: growth. Our aggregate net losses from inception to
December 31, 2005 total $39.9 million. | :

+ We have funded our historic net losses prlmarﬂy through $35.2 million in net proceeds raised primarily
from venture capital investors and through the proceeds of our recent initial public offering of common
stock. As of December 31, 2005, we had cash (excluding restricted cash) of $59.3 million. Cash
(excluding restricted cash), accounts receivable and investment credits receivable totaled $79.3 mil-

lion. This was offset by an aggregate $13.6 million of accounts payable, accrued expenses and the
current portion of our debt. . |

In March 2005, we acquired Recruitforce.com, Inc., a provider of an Internet-based hiring management
system for small to medium-sized organizations. This acquisition served as the platform for our Taleo Business
Edition. We acquired 100% of the outstanding stock of Recruitforce.com for approximately $3.9 million in
cash, including acquisition costs.

Our revenue and net income growth has gener%ﬂly been organic in nature, with the exception of results of
operations following our acquisitions of White Amber, Inc.-in October 2003 and Recruitforce.com in March
2005. See Note 4 of the Notes to Consolidated Financial Statements for additional information regarding our
acquisitions of White Amber and Recruitforce.com. ‘

We rely on our evaluation of our historic results of operations and financial condition, including the
metrics, as well as certain non-financial aspects of our business, to plan our future operations. We currently
intend to increase revenue and control expense levels to balance our growth and profitability objectives. In
order to increase our revenue, we intend to sell our solutions to both new and existing customers through
expanding our investment in sales and marketing. As we strive to continue our growth, we are also focusing our
efforts on managing costs in order to achieve economies of scale. ‘

Our ability to achieve our goals could be aﬁecied by global factors such as economic conditions, changes
in software spending, employment trends including unemployment rates, workforce mix preferences and
changes in the supply and demand for professional,;hourly and contingent workers. In addition, factors specific
to our industry such as our ability to capitalize on trends in business process outsourcing, market acceptance of
the on demand business model, mergers and acquisitions of potential competltors or other competitive
pressures could impact our business.

We plan to continue to invest in our busmess by hiring additional personnel, expanding our domesnc and
international selling and marketlng activities, increasing our research and dcvclopmcnt activities to enhance
our existing product offerings and develop new products and technologies, making continued investments in
our application hosting architecture, and expandmg our operational infrastructure and financial systems to
manage a growing business.

i

Imtlal Public Offering . 1

On October 4, 2005, we completcd our 1n1t1a1 public offering of 6,700,000 shares of common stock at
$14.00 per share, comprised of 5,360,000 prlmary shares and 1,340,000 of shares offered by selling
stockholders. In connection with the offering, all of the outstanding shares of 6ur preferred stock and accrued
dividends on such stock converted into 13,176,722;sharcs of common stock. Upon the closing of the offering,
the Company received net proceeds, after deducting underwriting discounts and commissions of $69.8 million.
After deducting other costs incurred in connection with the offering of $3.9 million, we raised approximately
$65.9 million. z ' |

i

Sources of Revenue = - T

We derive our revenue from two sources: application revenue and consulting revenue. Application
revenue accounted for 81%, 84% and 83% of our total revenue in 2003, 2004 and 2003, respectively. Revenue
is driven primarily by the number of customers that use our solutions and the price of these solutions. None of
our customers accounted for more than 10% of our total revenue in any year. We market Taleo Enterprise
Edition primarily through direct sales efforts and t0 a lesser extent, through partners who include our solution

i
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in business process outsourcing offerings that they provide to their customers. We market Taleo Business
Edition through our telesales team and Internet marketing efforts.

" Our application revenues are derived primarily from application agreements for Taleo Enterprise Edition
that expire between two and five years from their initial contract date. The average term of such application
agreements signed in 2004 and 2005 was approximately three years. The term of application agreements for
Taleo Business Edition is typically one year. Our customers have no obligation to renew their subscriptions
after the expiration of the initial term of their agreements, although our customer renewal rates. have
historically been greater than 90%. If a number of contracts expire and are not renewed in the same quarter,
our revenue would decline significantly in that quarter and subsequent quarters. Historically, we have signed
four perpetual license agreements for which the application portion of the revenue- associated with such
agreements was recognized ‘up-front’. The percentage of application revenue recognized up-front for these
four licenses was 0%, 0% and 7% of application revenues in 2005, 2004 and 2003, respectively.

In 2005, 2004 and 2003, respectively, 5%, 6% and 3% of our revenue came from countries outside of
North America. We base our determination of revenue attributable to a country on the location of the
contracting party. Many of our customers for which the contracting party was based in North America have
deployed our solution internationally.

Application Revenue

Application revenue is generally comprised, of fees from customers accessing our products, including
application fees, hosting fees, and maintenance fees. The majority of our application revenue is recognized
monthly over the life of the application agreement, based on a stated, fixed-dollar amount. Revenue associated
with our Taleo Contingent solution is recognized based on a ﬁxed contract percentage of the dollar amount
invoiced for contingent labor through use of the apphcatlon

As we have continued to grow our customer base we have been able to increase the a{verage length of our
application agreements with our customers. The average term of our application agreements for Taleo. Enterprise
Edition signed with new customers in 2005 and 2004 was approximately three years, although terms for
application agreements signed in 2005 and 2004 ranged from one to six years. In 2001, the average term.of an
agreement with a new customer was approximately two years. Many of the agreements that we entered into with
our customers in the first few years since our inception in 1999 had terms of two years or less. Accordingly we
have experienced one renewal cycle with many of our customers. Our customer renewal rates have historically
been high. The term of application agreements for Taleo Business Edition is typically one year.

Application agreements entered into since 2002 are generally non-cancelable, or contain significant
penalties for early cancellation, although customers typically have the right to terminate their contracts for
cause if we fail to perform our material obligations, such as required uptime of our applications. In contrast,
many of our application agreements signed prior to 2002 often contained a right for our customers to cancel
their agreement with us at will with a short notice period, and some of these contracts have been renewed on
similar terms. The application agreements that we assumed in connection with our acquisition of White
Amber generally provide our customers a right to cancel their agreement with us at will with a short notice
period, and with no significant penalties. ‘

We generally invoice our customers for application fees in quarterly installments and typical payment
terms provide that our customers pay us within 30 to 60 days of invoice. ’Amounts that have been invoiced are
recorded in accounts receivable and in deferred revenue, or revenue, depending on whether the revenue
recognition criteria have been met.

‘Since inception, we have signed four perpetual license agreements for which the application portion of the
revenue associated with such agreements was recognized "up-front’, three of which were recognized in 2003.
No such agreements were signed in 2005 or 2004 and we currently do not intend to sign additional application
arrangements that require up-front recognition for the application license portion of the arrangement.
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Consulting Revenue x R

Consulting revenue consists primarily of fees associated with business process re-engineering, change
management, application configuration, and education and training services. Our consulting engagements are
typically billed on a time and materials basis, although a lesser number of our engagements are priced on a
fixed fee basis. For those contracts structured on a fixed fee basis, we recognize the revenue proportionally to
the performance of the services, or the attainment of defined milestones, if later. The majority of consulting
revenue is associated with services provided for a three to six month period directly following the signing of a
new software subscription agreement. From time to time, certain of our consulting projects are subcontracted
to third parties when our internal resources are insufficient or more effectively deployed elsewhere, although
there are no specific functions which require outsourcmg Our customers may also elect to use unrelated third
parties for the types of consulting services that we offer. Our typical consulting contract provrdes for payment
within 30 to 60 days of invoice.

Cost of Revenue and Operating Expenses
Cost of Revenue

. Cost of application revenue primarily consists of expenses related to hosting our application and providing
support, including depreciation expense associated with computer equipment. We allocate overhead such as
rent and occupancy charges, employee benefit costs and depreciation expense to all departments based on
employee count. As such, overhead expenses are reflected in each cost of revenue and operating expense
category. We currently deliver our solutions from two primary -data centers that host the applications for all
but one of our customers who has elected to deploy our application on its own infrastructure. The two facilities
that house our hosting infrastructure are owned and managed by two unrelated third party vendors, and are
located in California and New York. Beginning in the fourth quarter of 2003 and first quarter of 2003,
respectively, cost of application revenue also included the amortization of intangible assets associated with our
acquisitions of White Amber and Recruitforce.com. Amortization of the intangible assets associated with
these acquisitions is expected to continue on'a straight line basis through October 2006 at an annualized rate
of $0.9 million in the case of White Amber and through March 2010 at an annualized rate of $0.1 million in
the case of Recruitforce.com.

Cost of consulting revenue consists primarily of employee related costs associated with these services and
allocated overhead. The cost associated with providing consulting services is significantly higher as a
percentage of revenue, than for our application revenue, primarily due to labor costs. We also subcontract to
third parties for a portion of these consulting services although to date use of such subcontractors has not been .
significant. To the extent that our customer base grows, we intend to continue to invest additional resources in
our consulting services. The timing of these additional expenses could affect our cost of revenue, both in doliar
amount and as a percentage of revenue, in a partlcular quarterly or annual period.

Sales and Marketing

Sales and marketmg expenses consist prrmarlly of salaries and related expenses for our sales and
marketing staff, including commissions, marketing programs, and allocated overhead. Marketing programs
include advertising, events, corporate communications, and other brand building and product marketing
expenses. As our business grows, we plan to continue to increase our investment in sales and marketing by
adding personnel, building our relationships w1th partners, expanding our domestic and international selling
and marketing activities, building brand awareneSS\ and sponsoring additional marketing events. We expect
that our sales and marketing expenses will increase in dollar terms as a result of these investments.

Research and Development ‘ !

. Research and development expenses consist prn‘narﬂy of salanes and related expenses and allocated
overhead Our expenses are net of the tax credits! we receive from the government of Quebec. We have
historically focused our research and development efforts on increasing the functionality and enhancing the
case of use and quality of. our apphcatlons as well as developing new products and enhancing our
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infrastructure. We expect research and development expenses will increase in dollar terms as we upgrade our
existing applications and develop new technologies.

General and Administrative

General and administrative expenses consist of salaries and related expenses for executive, finance and
accountmg, human resource, legal and mandgement information systems personnel, professional fees, other
corporate expenses, and allocated overhead. We expect that the amount of general and administrative
expenses will increase in dollar amount as we add personnel and incur additional professional fees and
insurance costs related fo the growth of our business and to our operations as a public company. Specifically,
we have material weaknesses in internal controls over financial ‘reporting and are currently working to
remediate these issues: We believe the costs associated with these remedial measures will be material.

Critical Accounting Policies and Estimates

Qur consolidated financial statements are prepared in accordance with accounting principles generally
accepted in the United States, or GAAP. The preparation of these consolidated financial statements requires
us to make estimates and assumptions that affect the reported amounts of assets, liabilities, revenue, costs and
expenses and related disclosures. We base our estimates on historical experience and on various other
assumptions that we. believe to be reasonable under the circumstances. In many instances, we could have
reasonably used different accounting estimates, and in other instances changes in the accounting estimates are
reasonably likely to occur from period to period. Accordingly, actual results could differ significantly from the
estimates made by our management. To the extent that there are material differences between these estimates
and actual results, our future financial statement presentatlon financial condition, results of operations and
cash flows will be-affected. :

In many .cases, the accounting treatment of a particular transaction is specifically dictated by GAAP and
does not require management’s judgment 1in its application, while in other cases, management’s judgment is
required in selecting among available alternative accounting standards that allow different accounting
treatment for similar transactions. We believe that the accounting p011c1es dlscussed below are critical to
understanding our historical and future performance, as these policies relate to the more significant areas
involving management’s judgments and estimates. Our management has reviewed these critical accounting
policies, our use of estimates and the related disclosures with our audit committee. See Note-3 of the Notes to
Consolidated Financial Statements for a further descrlptlon of our accountmg pohclcs

Revenue Recognition

Our application revenue is recognized-when all-of the following conditions have been satisfied: (i) there is
persuasive evidence of an agreement, (ii) delivery of services or products have been provided to the customer,
(iii) the amount of fees payable to us from our customers is fixed or determinable, and (iv) the collection of
our fees are probable. The majority of our application revenue is recognized monthly over the life of the
apphcatlon agreement, based on stated, fixed-dollar amount contracts with our customers. We utilize the
provisions ‘of Emerging Issues Task Force, or EITF, No. 00-21, “Revenue Arrangements with Multiple
Deliverables” to determine whether our arrangements containing multiple dehverables contain more than one
unit of accounting. Qur revenue associated with our Taleo Contingent solution is recognized based on a fixed,
contracted percentage of the dollar amount invoiced for contingent labor through use of the application, and is
recorded on a net basis under the provisions of EITF No. 99-19, “Reporting Revenue Gross as a Principal
versus Net as an Agent” as we are not the primary obligor under the arrangements, the percentage earned by
us is typically fixed, and we do not take credit risk. We have historically signed four perpetual license
agreements for which the application portion of the revenue associated with such agreements was recognized
‘up-front’ in accordance with the American Institute of Certified Public Accountants Statement of Position, or
SOP, No. 97-2, as amended by SOP No. 98-4 and SOP No. 98-9, as well as:the various interpretations and
clarifications of those statements. Our management team uses its judgment .in- assessing the appropriate
recognition of application revenue under the provisions of the various authoritative accounting literature.
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Consulting revenue is accounted for separately from our application revenue because these consulting
services have value ‘fo the customer that is independent of our applications. Additionally, we have objective
evidence of the fair value of these consulting services. Our consulting engagements are typically billed on a
time and materials basis, although a lesser number of our consulting and implementation engagements are
priced on a fixed-fee basis. For those contracts structured.on a.fixed fee basis, we recognize the revenue
proportionally to the performance of the services, utilizing milestones if present in the arrangement or hours
incurred if milestones are not present. Our management uses its judgment concerning the estimation of the
total costs to complete these fixed-fee contracts, considering a number of factors 1nclud1ng the complexuy of
the project, and the experience of the personnel that are performmg the services.

Research and Development

We account for software development costs undér the provisions of Statement of Financial Accourniting
Standards, or SFAS, No. 86, “Accounting for the Costs of Computer Software to be Sold, Leased or
Otherwise Marketed.” Accordingly, we capitalize certain software development costs after technological
feasibility of the product has been established. Such costs have been immaterial to date, and accordingly, no
costs were capitalized in 2005, 2004 or 2003

Stock-Based Compensation

We account for employee and director stock option grants using thé intrinsic-value method in accordance
with Accounting Principles Board, or APB, Opinion No. 25, “Accounting for Stock Issued to Employees,”
which does not require the recognition of compensation expense for options granted to employees and directors
with exercise prices equal to, or greater than, the fair value of the stock at the date of grant. As a private
company, the fair market value of our common stock was determined by our board of directors by considering .

‘a number of factors, including our operating performance, significant events in our history, issuances of
convertible preferred stock, the liquidation preferences of our preferred stock, and trends in the broad market
for stocks of technology companies. Following the initial public offering of our common shares, the fair market
value was deemed to be equrvalent to the quoted market price of our pubhcly traded common stock on the day
of each grant. ’ :

All stock options have been issiied with exércise prices at or above fair market value of our common
stock, determined as described above, excluding the options to purchase shares.of our Series D preferred.stock
issued in connection with our acquisition of White ‘Amber. There have been two events in our history that have
caused us to take stock-based compensation charges for: stock. options_issued to employees. In 2002, we
modified previously ‘granted awards résulting in a compensation charge -of $0.6 million. In October 2003, in
connection with the acquisition of White Amber; certain members of White Amber management were
granted. options with an exercise price that-was less than the fair value of the underlying stock at the date of
grant. The total deferred compensation based om the’ number of shares and. the price of the options as
compared to the fair market value was $0.4. mrlhon this amount is being amortized over the vesting period of
the options. This vesting. period has, -or will, require charges against earmngs of $0.1 million. in- 2003,
$0.2 million i in 2004 and the remalmng $0.1 million from 2005 through 2007. ‘ . L

Dunng 2001 and 2003 we awarded stock optlons to purchase 2, 000 and 27, 332 shares, respectrvely, of
Class A common stock to certain of our consultants. The stock options have an exercise price of $3.00 per
share and ten-year terms from their issue dates. The options issued in 2001 are subject to a vesting period of
three years and were fully vested in January 2004. Of the options issued in 2003, 25,666 expired or were
exercised in 2004, and 1,666 were.outstanding as of December 31, 2005 and will be fully vested in February
2007. The awards are being accounted for in accordance with EITE No. 96-18.

In March 2005 we granted a fully vested warrant to purchase 41 667 shares of Class A Common Stock at
an exercise price equal to $13.50 per share in consideration of recruitment services provided by an external
agency. The warrant is exercisable at any time from the grant date through the earlier-of (a) March 14, 2010
or (b) a change of control of the Company. The fair value warrant at the date of issue, estimated to be
$0.4 million, was expensed during the year ended December 31, 2005. The value of the warrant was calculated
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using the Black-Scholes method with the following weighted-average assumptions: expected life of § years;
stock volatility of 79%; risk-free interest rate of 3.1%; and no dividend payments during the expected term.
This warrant remains outstanding as of December 31, 2005.

SFAS No. 123, “Accounting for Stock-Based Compensation,” as amended, requires the disclosure of
pro forma information about net loss as if we had accounted for our stock options under the fair-value method.
For purposes of pro forma disclosures, the estimated fair value of options (as determined using the Black-
Scholes option-pricing model) is amortized to pro forma expense over the vesting period of the option. The
Black-Scholes option valuation model requires the input of highly subjective assumptions including the
expected life of the options and our stock price volatility. Therefore, the estimated fair value of our employee
stock options could vary significantly as a result of the changes in the assumptions used. See Note 18 of the
Notes to Consolidated Financial Statements. In December 2004, the Financial Accounting Standards Board,
or FASB, issued FASB Statement No. 123R, “Share-Based Payment,” which requires companies to expense
the value of employee stock options and similar awards. See “Recent Accounting Pronouncements” for
additional information.

Significant factors, assumptions and methodologies used in determining fair value. 'We have granted to
our employees options to purchase shares of our Class A common stock at exercise prices equal to or greater
than the values of the underlying stock at the time of grant, as determined by our board of directors at that
time. In order to determine the fair value of our Class A common stock at each option grant date, our board of
directors considered many factors, .ncluding:

» market tradlng price for our common shares on NASDAQ
 our then- current book value per share
- = our operating performance
« our financial posmon at the grant date; .
» the liquidation rights and other preferences of our preferred stock; -
» the lack of marketablhty of our Class A common stock prior to our initial public offering; and
« the business risks inherent in our business and generally in high technology companies.

“Prior to our initial public offering, the fair value of our common stock for options granted during 2004 and
2005 was originally estimated by the board of directors, with input from management, and using data obtained
from our financial advisors. We applied methodology that. we believed was consistent with the practices
recommended by the AICPA Audit and Accounting Practice Aid Series Valuation of Privately Held
Company Equity Securities Issued As Compensation. In accordance with this practice aid, we determined that
we were a stage five company for which a valuation that relied primarily on comparisons between our financial
metries with those of comparable companies, referred to as a market approach, was appropriate. We relied on
the guideline public company method given the lack of recent transactions in our equity securities required
under the guideline transaction method.. We believe that the market approach. methodology is appropriate
because (i) of the late stage of our development; (ii) the fact that we were contemplating an initial public
offering of our equity securities; and, (iii) the fact that this methodology relies on and uses data generated by
actual public company performance and the resultmg trading prices and is less susceptlble to uncertainties of
future projections than other methodologies.”

Options granted in March 2004 and May 2004 We relied pnmanly on the guldelme public company
method under the market approach in determining fair value for our stock options. Given the nature of the .
approach, and the fact that we were relying on input data that was gathered externally by our financial advisors
that were independent of us, management believed that it was not necessary to obtain a contemporaneous
valuation by an unrelated valuation specrahst

In March 2004, we received offering price indications that were derived using forward price-to-revenues
multiples that were based on the multiples ascribed to a group of comparable companies. The range of
multiples was examined, an average multiple was calculated and qualitative judgments related to recent
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company performance, achievement of milestones and general market conditions were made by the board of
directors and management ‘as to the appropriate multiple applicable to us. The implied forward
price-to-earnings valuations were also calculated and compared to the same group of companies. Finally, in
determining the fair value of the Class A common stock, a marketability discount of 15% was applied. This
discount for lack of marketability reflected our prospects for completing a public offering of our Class A
common stock, the risk or volatility of our enterprlse and our concentration of ownership. Using this
methodology, we determined that the fair value of our common stock durmg this period was $15.25 per share.
We issued stock options in March 2004 and May 2004 at an exercise price of $18.00 per share. The difference
between the $15.25 per share valuation and the $15.00 per share midpoint of the initial public offering price
range is primarily attributable to the updated market conditions for initial public offerings of comparable
companies and the market prices for the stock of certain publicly traded comparable: companies.

Opzzons granted durmg the perlod from 0ctober 2004 1o May 2005 For options granted during the
period from October 2004 and May 2005, we relied primarily on the gu1dehne pubhc company method under
the market approach in determining fair value for our stock options. Given the nature of the approach, and the
fact that we were relying on input data that was gathered externally by its financial advisors that were
independent of us, management believed that 1t was not necessary to obtam a contemporaneous valuation by
an unrelated vaIuanon specialist.

Periodically during this. period, we 'received?market comparable data from our financial advisors. The
methodology used to employ this data was consistent with that used in determining the fair value of our

-Class A common stock for the period above. The range of price-to-revenues multiples was examined, a

median multiple was calculated and qualitative judgments related to recent company performance, achieve-
ment of milestones and general market conditions were made by the board of directors and management as to
the appropriate multiple applicable to us. Finally, in determining the fair value of the stock options, a
marketability discount was applied. This discount for lack of marketab111ty reflected our prospects for

"completing a public offering of our Class A common stock, the risk or volatility of our-enterprise and our

concentration of ownership. However, given that we believed that we were closer to completing an initial
public offering durlng this period in time, we used a 10% dlscount for marketabthty, lower than we had in the
past.

Using this methodology, we determined tha:t the fair value of our Class A common stock during this
period was $13.50 per share. The decline in the fair value of our Class A common stock was attributable to a
decline in general market conditions, offset by ‘a lower discount for marketability. We issued stock options
between October 2004 and May 2005 at an exercise price of $13.50 per share. The difference between the
$13.50 per share valuation and the $15.00 per share midpoint of the initial public offering price’ range is
primarily attributable to the 10% discount for lack of marketab111ty of our Class' A common stock that was
imputed into our fair value determination in Apnl and May 2005. Moreover, we note that since that fair value
determination, wé have continued to grow and have achieved a milestone in attaining a second consecutive
quarter of profitability, which we beheve has had a posmve impact on the fa1r value of our shares.

Optlons granted during Augusz 2005. For *optlons granted durlng August 2005, we relied primarily on

the guideline public company method under the market approach in. determining fair value for our stock

options. Given the nature of.the approach, and the fact that we were relying on input data that was gathered
externally by our financial advisors. that were 1r1dependent of us, management believed that it was not
necessary to obtain a contemporaneous valuatlon ‘by an unrelated valuation specialist.

) In preparation for the initial pubhc offering of our securities, we rccelved market comparable data from
our financial advisors. The methodology used to employ this data was consistent with that used in determlmng
the fair value of our Class A common stock for the periods above. The range of price-to-revenues multiples
was examined, a median multiple was calculated and qualitative judgments related to recent company
performance, achievement of milestones and general market conditions were made by the board of directors

. and management as to the appropriate multiple applicable to us. Finally, in determining the fair value of the

common stock, a marketability discount was applied. This discount for lack of marketability reflected our
prospects for completing a public offering of our Class A common stock, the risk or volatility of our enterprise
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and our -concentration of ownership. However, given that we believed that we were closer to completing an
initial public offering during this period in ttme we used a-7% discount for marketability, which is lower than
what we have used in the past. . :

_ Using this methodology, we determined that the fair value of our Class A common stock during this
period, assuming the completion of the public offering, was $15.00 per share. We issued stock options .in
August 2005 at an exercise price of $14.00 per shdre. The primary factor that accounts for the difference
between this $14.00 per share valuation and the $15.00 per share midpoint of the initial public offering price
range is the 7% discount for lack of marketablhty of our Class A common stock that was imputed into our fair
value determlnatlon

Options granted during the perzod from 0ctober 2005 to December 2005. For optlons granted durtng the
perrod from October to December 2005, our board of directors authorized grants of stock options with an
exercise price per share equivalent to the quoted market price of our pubhcly traded common stock on the day
of each grant.

Goodwill, Other Intangzble Assets and Long-Ltved Assets

In accordance with SFAS No. 142, “Goodwill and Other Intangible Assets " we conduct a test for the
impairment of goodwill on 4t least an annual basis. We adopted October 1 as the date of the annual
impairment test and, therefore, we performed our first annual impairment test' on October 1, 2004. The
impairment test compares the fair value of reporting units to their carrying amount, including goodwill, to
assess whether impairment is present. Based on our most recent assessment test, we do not have impairment
as of October 1, 2005. We will assess the impairment of. goodwﬂl annually on October 1, or sooner if other
indicators of impairment arrse :

SFAS No. 144, “Accountlng for the Imparrment or D1sposa1 of Long- leed Assets requires the review
of the carrying value of long-lived assets when impairment indicators arise. The review of these long-lived
assets is based on factors including estimates of the future operating cash flows of our business. These future
estimates are based.on historical results, adjusted to reflect our best estimates of future market and operating
conditions, and are continuously reviewed. Actual results may vary materially from our estimates, and
accordingly may cause a full impairment of our long-lived ‘assets.

Income Taxes

We are subJect to income taxes in both the Umted States ‘and fore1gn Junsdrctlons ‘and we use- est1mates
in determining our provision for income taxes. Deferred tax assets, related valuation allowances and deferred
tax liabilities are determined separately by tax. jurisdiction. This process involves estimating actual current tax
liabilities together with assessing temporary differences resultrng from' differing treatment of items for tax and
accounting purposes. These dlfferences result in deferred tax assets and 11ab111t1es which are recorded on the
balance sheet. Our deferred tax assets consist primarily of net operatlng Joss carry forwards. We assess the
likelihood that deferred tax assets will be recovered from future taxable income, and a valuation allowance is
recognized if it is more likely than not'that some portion of the deferred tax assets will not be recognized. We
provided a full valuation allowance against our.net deferred-tax assets at December 31, 2003, 2004 and 2005.
While we have considered future taxable income and ongoing tax planning strategies in assessing the need for
a valuation allowance, in the event we were to determine that we would be able to realize our deferred tax
assets in the future, an adjustment to the valuation allowance against our deferred tax assets would increase
income in the period such determination was made except for $2.4 million associated with the acquisition of
White Amber and Recrurtforce which will be recorded as a reduction to goodwill. Although we believe that
our tax estimates are reasonable the ultimate tax determination involves s1gn1ﬁcant judgment that could
become subject to audit by tax authorities in the ordinary course of business.

Compliance with income tax regulations requires us to make dec1s1ons relating to the transfer pricing of
revenue and expenses between each of our legal entities that are located in several countries. Our
determinations include many decisions based on our knowledge of the underlying assets of the business; the
legal ownership of “these. assets, and the. ultimate transactions-conducted. with customers and other
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third-parties. We are currently under examination by the Canada Revenue Agency, or CRA, with réspect to
our assumptions and historical reporting relating: to these assets and transactions. To the extent that the CRA
disagrees with our assumptions and-historical reporting, we may be subject to penalties. Due to the nature of
the regulations, we cannot estimate our potential exposure. These penalties would not be accounted for as a
provision for income taxes, but rather as an incremental operating expense.

e

Results of Operations . .-

The following tables set forth certain consolidated statements of operations data expressed as a
percentage of total revenue for the periods indicated. Period-to- period comparisons of our financial results are
not necessarily meanmgful and you should not rely on them as an indication of future performance.

e

Year Ended December 31,

S { o S 4. 2005
Consolidated Statement of Operations Data
Revenue: |
Application . . . . .. EERT N 1
Consulting SRS T S i)
Total revenue . ... ot e e 100
Cost of revenue (as a percent of related revenue) ‘ -
Apphcanon ...... e NN e .. 26
Consulting .. ... L S SR L F TP _73:
Total cost Of TEVENMUE . . ..o vttt e 35
Grossproﬁt.._ﬁ..'..:..; ....... 65
Operating expenses ‘ o SR o
Sales and marketmg ........ I ' 29

Research and development ce R P I cep e
General .and administrative. .. .o, oo at v i i e T s
Restructuring . ......oc.oooviiiiinian... P
Total operating eXpPemses . . . ..o vvvevriveee et
Operatmg income (loss)........ S e e
Other i income (expense) ‘ o ’
Interest income; ........ e

Total other 1ncome (expense)

. Net loss before provision for income taxes. B T N SR e
Provision for income taxes ........ O AL A
Net loss .. ... e P

Figures may not suim due to rounding.

[
¢

Comparison of the Twelve Months Ended December 31, 2005 and 2004

Revenue

2004 2003
84% 83%
_l6 17
100 100
30 21
3 32
61 68
3 34
27 25
12 11
10 _10
(%) (3)
(1) —
_A) —
(10) 3)
(10)% (3)%

" Total revenue was $78.4 million in the twelve months ended December 31, 2005 as compared to
$58.6 million in the twelve months ended December 31, 2004, an increase of $19.8 million, or 34%.
Application revenue was $63.3 million in the ;twelve months ended December 31, 2005, as. compared to
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$49.0 million in the twelve months ended December 31, 2004, an increase of $14.3 million, or 29%. The
increase in application revenue was attributable to increased sales of our applications, including sales to new
customers and additional sales to our current customers. Consulting revenue was $15.1 million in the twelve
months ended December 31, 2005, as compared to $9.6 million in the twelve months ended December 31,
2004, an increase of $5.5 million, or 57%. The increase in consulting revenue was attributable to higher
demand for services from new and existing customers. The prices of our solutions and services were relatively
consistent throughout the twelve-month periods ended December 31, 2005 and 2004 and on a period-to-period
comparative basis.

Application revenue as a percentage of total revenue was 81% in the twelve months ended December 31,
2005, as compared to 84% in the period ended December 31, 2004. The geographic mix of total revenue in the
twelve months ended December 31, 2005, 88.1%, 7.1% and 4.8% in the United States, Canada and the rest of
the world, respectively, as compared to 85.3%, 9.0% and 5.7%, respectively, in the twelve months ended
December 31, 2004.

Cost of Revenue

Total cost of revenue was $27.5 million in the tweive months ended December 31, 2005, as compared to
$22.9 million in the twelve months ended December 31, 2004, an increase of $4.6 million, or 20%.

Cost of application revenue was $16.4 million in the twelve months ended December 31, 2005, as
compared to $14.6 million in the twelve months ended December 31, 2004, an increase of $1.8 million, or
12%. This increase was primarily attributable to a $0.5 million increase in employee-related costs and a
$1.3 million increase in our infrastructure costs relating to hardware, software and third-party fees for our
hosting facilities.

Cost of consulting revenue was $11.1 million in the twelve months ended December 31, 2005, as
compared to $8.3 million in the twelve months ended December 31, 2004, an increase of $2.8 million, or 34%.
The increase was primarily attributable to a $1.5 million increase in employee-related costs in our consulting
group resulting from an increase in headcount, a reduction of $0.4 million in consulting costs cross charged to
product development, an increase of $0.4 million in billable expenses, an increase of $0.2 million for travel
expenses and an increase of $0.2 million for overheads required to support the increased staff, all as compared
to the prior-year period.

Gross Profit

Gross profit increased to $50.9 million in the twelve months ended December 31, 2005, representing a
65% gross profit margin, as compared to $35.8 million in the twelve months ended December 31, 2004, or a
61% gross profit margin. Eighty two percent of the increase in gross profit was attributable to the increase in
gross profit on application revenue with the remaining 18% attributable to the increase in gross profit on
consulting revenue. The increase in gross profit was a result of higher application and consulting revenues and
of improved gross profit margin on those revenues for the twelve months ended December 31, 2005. Gross
profit margin on professional services increased as a result of improved utilization of our consulting group.
Gross profit margin on application revenue improved as a result of reduced incremental costs associated with
revenue growth. Over time, we expect that our gross profit margin will improve as a result of scale efficiencies
in our applications whereby the incremental costs of application services per customer will decrease as our
customer base increases. However, in the near term, we believe that we will experience gross margin
compression for applications as we build out additional capacity in our data center operations. We believe that
our gross profit margins on consulting revenues may be reduced as we hire additional personnel to sustain our

growth.

Operating expenses

Sales and Marketing. Sales and marketing expenses increased to $22.5 million in the twelve months
ended December 31,.2005, as compared to $18.2 million in the twelve months ended December 31, 2004, an
increase of $4.3 million, or 24%. In order-to support our growth, we ‘increased investment in sales and
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marketing related activities resulting in .a $3.2 million increase in employee-related costs (including
$0.6 million in costs attributable to the transfer of account management responsibilities associated with our
application services to sales and markctmg from cost of revenues), and a $1.1 million increase in marketing
program costs. o

Research and Development. Research andldevelopment expenses increased to $16.7 million in the
twelve months ended December 31, 2005 as compared to $15.9 million in the twelve months ended
. December 31, 2004, an increase of $0.8 million, ‘or 4%. The increase consisted primarily of a $0.6 million
increase in-employee related costs and $0.2 million cost for overhead allocations. The increase in expenses was
also impacted by the U.S. dollar weakening against the Canadian dollar by approximately 7% during 2005 as
compared to the prior year, since most of our research and development employees are located in Canada. As
a percentage of total revenue, research and development costs declined as a result of a lower growth rate for
these expenses relative to revenue growth, all measured in dollars.

General and Administrative. General and administrative expenses increased to $10.3 million in the
twelve months ended December 31, 2005, as compared to $7.2 million in the twelve months ended
December 31, 2004, an increase of $3.1 million, or 44%. The increase was mainly due to an increase in
employee-related costs of $2.5 million which included severance and $0.4 million in expense related to
warrants granted to an executive search firm following the hiring of -our new president and chief executive
officer. In addition, we experienced an increase in accounting, legal and consulting fees associated with
operating. as a public company of $0.5 million and an increase in travel and entertainment expense of
$0.2 million. : -

Restructuring charges. During the twelve months ended December 31, 2005, management approved
restructuring plans to align our cost structure with market conditions and to create a more efficient
organization. In connection with these plans, we rccordcd a charge of $0.8 million during the twelve months
ended December 31, 2005. This charge included costs associated with workforce reduction of $0.7 million and
consolidation of excess facilities of $0.1 million. All of these amounts were paid in 2003. Adjustments to the
restructuring reserves will be made in future pcnods if necessary, based upon actual events and circumstances
at the time. Workforce reduction charges include the cost of severance and related benefits of employees
affected by the restructuring activities. Excess facility costs represent lease termination payments, net of
expected sublease revenue, and other costs relatéd to the closure of certain corporate facilities ‘and sales
offices. Certain leasehold improvements located at the closed facilities and computer equipment and software
licenses were determined to be impaired as a result of the restructuring activities and were written down to
estimated recoverable value, net of estlmated dlSpOS&l costs. .Changes 1n the restructuring reserve are as
follows: !

Severance and beneﬁls Durmg the twelve months ended December 31, 2005, we recorded charges
of approximately $0,7 million related to severance benefits to terminated employees in North America.
During the twelve months ended December.31, 2005, we terminated approximately 35 employees in these
regions.

Excess facilities/asset impairments. During the twelve months ended December 31, 2005, we
recorded charges of approximately $68,000 related to the consolidation of two corporate facilities. The
estimated cost to exit the facilities is based on remaining lease commitment payments, net of expected
sublease income. The charge may be adjusted in future periods if further consolidations are required or if
sublease income is different from our estimate.

T
|

Interest income and interest expense

Interest income was $0.9 million and $0.1 million in 2005 and 2004, respectively, and consisted of interest
received on deposits of cash and investments with, financial institutions. The increase in interest income in
2005 is primarily attributable to interest on the net proceeds from the closing of our mmal public offering
which closed October 4, 2005.
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- Interest expense was $3.5 million in 2005, as compared to $0.4 million in 2004. The increase in interest
expense for the twelve months ended December 31, 2005 is related to the $1.6 million in prepayment penalties
and $0.7 miliion in the write-off of unamortized deferred financing costs on our term loan with Goldman
Sachs, as discussed in Liquidity and Capital Resources below. The balance of the increase is related to the
interest on the $20.0 million term loan with Goldman which closed on April 25, 2005 and was repaid
QOctober 5, 2005. » : :

Foreign currency losses

Foreign currency loss was $0.4 million in the twelve months ended December 31, 2005 compared to
income of $0.1 million in the twelve months ended December 31, 2004, The loss in 2005 is primarily due to
the revaluation and subsequent realization upon settlement of a higher significant intercompany balance
between our Canadian subsidiary and the U.S. parent. This balance was affected by devaluation of the’
U.S. dollar against the Canadian dollar by 7% for the twelve month period ended December 31, 2005,

Provision for Income Taxes

We recorded a provision for income taxes of $4,000 in 2005. The provision relates to foreign income taxes
currently payable on income generated in international locations. In 2004, our tax provision consisted of a
small income tax benefit, which we recorded as a result of changes in our prior year state and foreign income
tax estimates. At December 31, 2005, a full valuation allowance has been provided on our deferred tax assets
associated with our US and foreign operations, since it was deemed more likely than not these assets would not
be realized. If, based on the operating results of 2006 and our review of the realizability of our deferred tax
assets, we were to conclude that some or all of our deferred tax asset valuation allowance was not required, this
would likely have a material impact on our financial results in the form of reduced tax expense, other than
$2.4 million which will be reversed through goodwill as this amount relates to the valuation allowance
established in the initial purchase price allocation of the Company’s acquisition of White Amber and
Recruitforce. However, there can be no assurance that we will achieve cumulative profitability during 2006 or
that any reduction of our deferred tax asset reserves will actually occur next year.

Comparison of the Years Ended December 31, 2004 and 2003
Revenue

Total revenue was $58.7 million in 2004 as compared to $43.6 million in 2003, -an increase of
$15.0 million or 34%. Application revenue was $49.0 million in 2004 as compared to $36.0 million in 2003, an
increase of $13.0 million or 36%. The increase in revenue was attributable to increased sales of our
applications, including sales to new customers and additional sales to our current customers, as well as to
revenues derived from our Taleo Contingent solution that we acquired in the White Amber acquisition in
October 2003. The increase was partially offset-by the recognition of perpetual license revenue of $2.7 million
in 2003, with no comparable revenues in 2004, Consulting revenue was $9.6 million in 2004, as compared to
$7.6 million in 2003, an increase of $2.0 million, or 27%. The increase in consulting revenue was attributable to
higher demand for services from new and existing customers and a 16% increase in the number of employees
providing these services. The prices of our solutions and services remained relatively consistent throughout
December 31, 2004 and 2003. . ‘ '

¢

Application revenue as a percentage of total revenue was 84% in 2004, as compared to 83% in 2003. The
geographic mix of total revenue in 2004 was 94% and 6% in North America and the rest of the world,
respectively, as compared to 97% and 3%, respectively, in 2003.

Cost of Revenue

Total cost of revenue was $22.9 million in 2004 as compared to $14.2 million in 2003, an increase of
$8.7 million or 62%.
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Cost of application revenue was $14.6 million in 2004 as compared to $7.7 million in 2003, an increase of
$6.9 million or 91%. This increase was primarily attributable to increased employee-related costs of
$3.3 million for employees hired' to support néw hosting facilities and- related application support activities.
Infrastructire costs related to hardware and fees for our-hosting facilities increased by $2.5 million with the
addition of a second 'hosting site ‘in late 2003. ‘Additionall'y',‘ the amortization of purchased intangibles of
$0.9 million relating to our acquisition of Whrte' Amber in October 2003 is also moluded in 2004, as compared
to $0.2 million in 2003: : : ' -

Cost of consulting revenue was $8.3 million in 2004 as compared to $6.5 million in 2003, an increase of
$1.8 million, or 28%. The increase is primarily d‘rtrlbutable to a $1.3 million increase in employee-related costs
in our ¢onsulting group resulting from'a 16% increase’ in headcount needed to meet higher demand for services
from new and existing customers as compared to the prior'year. Additionally, billable expenses incurred while
delivering consulting services increased by $0.4: million. Cost of consulting revenue grew consistent with -
consulting revenues. - :

Gross Profit . T

Gross profit increased to-$35.7 million in 2004, representing a 61%: gross profit margin, as compared to
$29.5 million in 2003, or a 68% gross profit ‘margin: 96% of the-increase in gross profit is attributable to the
increase in gross profit on application revenue with the remaining 4% attributable to the increase in the gross
profit on consulting revenue. The decrease in gross profit margin was primarily attributable to the decrease in
gross profit margin on application revenue resultingfrom a-decline in mix of high' margin perpetual licenses in
our application revenue; our new investments in the second half of 2003 and in 2004 that had not yet reached a
relative scale of efficiency, including our second hosting site in the United. States, and capital equipment
necessary to support the growth of our customers’ applrcat1on usage and data storage needs; our lower-margin
Taleo Contmgent solution, 1nclud1ng the higher relative employee expenses required in the managed services
portlon of this solutlon and the amortization of 1ntang1ble assets assoelated wrth our acqursrtlon of White

Amber ,

|

Operating Expenses‘

Sales and Marketing. Sales and marketmg expenses mcreased to $18 2 mrlhon in 2004 as compared to
$14.8 million i in 2003, an increase of $3.4 million or 23% The increase in these .costs was-primarily due to the
expansion of our direct sales force, which resulted i in an increase in employee related expenses of $2.4 million,
an' increase: in .travel .expenses of $0.6 m1llron and an. mcrease of $0 4.million in facility charges to
accommodate increased: headcount ‘ :

. Research and Developmenl Research and development expenses mcreased to. $15 9 m1llron in 2004 as
compared to $11.0 million in 2003,-an increase of $5.0 million, or 46%. The increase is _primarily due toa 45%
increase in headcount resulting in a $4.2 mllhon increase .in employee related expenses. driven by . the
acquisition of ‘White Amber in October 2003. The‘addmonal headcount reflects our initiatives to increase the
functionality and ease of use of our solutions and to further integrate White' Amber technology into our suite
of solutions. The increase in expenses was also partrally the result of the U.S. dollar weakening against the
Canadian dollar by nearly 8% 'in the 2004 period as .compared to:2003, as most of our research and
dévelopment is staffed in Canada. Had the average exchange rate between Canada and the United States
remained constant from the average rate in 2003, our research and: development expenses would have been
$15.2 million in the 2004 period.

General and Administrative. General and administrative expenses increased to $7.2 million in 2004, as
compared to $4.7 million in 2003, an increase of '$2.4.million or-52%. The increase is primarily -due to an
increase in employee-related expenses of $1.4 million- attributable to the hiring of-additional personnel to
support our growth. Facility expenses increased by $0.5 million to accommedate the-additional headcount, and
expenses relating to professional fees pnmanly for increased tax, accountmg and legal requirements increased
by $0.5 million. Lo B A C
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Interest income and interest expense

Interest income was $101 000 and $83,000 in 2004 and 2003, rcspectlvely, and conSIStcd of interest
received on deposits of cash and investments with financial institutions. Interest expense was $404,000 in 2004,
as compared to $152,000 in 2003. Interest expense primarily consisted of interest. paid on long-term debt
obligations. Interest expense increased in 2004, based on an.increase in our long-term debt obligations
outstandlng during the period, including those we assumed in our acquisition of White Amber.

Foreign currency losses

: Other incorhe (expense), net was $65,000 in 2004. This cdmpéres to an expense of $62,000 in 2003. The
2003 expense consists primarily of :a loss on translation of U.S. dollars held by our Canadian subsidiary.

Provision for Income Taxes

We recorded an income tax benefit of $11,000 in 2004 relating to state and foreign income tax
adjustments from prior year estimates. We recorded an income tax provision of approximately $89,000 for the
year ended December 31, 2003. Included in the provision is approximately $54,000 relating to income taxes in
the state of California as there were limited net operating loss carry forwards available to offset taxable income
and $35,000 in US Federal alternatlve minimum tax. At December 31, 2004, we maintained a full valuation
allowance for our deferred tax assets. since, based on the avallable evidence, we believe that our deferred tax
assets are less likely, rather than more likely, to be realized. :

Liquidity and Capital Resoufces

From inception through December 31, 2005, we incurred aggregate net losses of $39.9 million. We have
funded these losses primarily through $35.2 million in net proceeds raised from the sale of our capital stock
and from debt financing activities. The acquisition of White Amber was completed through the issuance of
shares of Series D preferred stock in a stock-for-stock transaction. The acquisition of Recruitforce.com was
completed with proceeds from our loan with Goldman Sachs Specialty Lending Group as discussed below.

At December 31, 2005, our principal sources of liquidity were cash and cash equivalents totaling
$59.3 million, accounts receivable of $15.0 million and investment credits receivable of $4.9 million. In
addition, we have $2.0 million in restricted cash that is security for our outstanding debt.

In April 2005, we terminated our debt arrangement with National Bank of Canada and entered into a
new loan agreement with Goldman Sachs Specialty Lending Group, L.P., or Goldman Sachs. The loan
provided us proceeds of $15.5 million, net of financing costs and the repayment of outstanding amounts to
National Bank of Canada. In October 2005, we completed the initial public offering of our common stock for
net proceeds of $65.9 million. We used $20.6 million of the proceeds of this offering to repay our loan to
Goldman Sachs, 1nc1ud1ng prepayment pénalty amounts. We have no further borrowing capabilities with
Goldman Sachs. The new loan agreement, initial public oﬁ‘cnng and loan payoff are discussed below under
“Net Cash Provided by/Used in Fmancmg ActwltleS ?

We believe that our liquidity and cap1ta1 resources are sufficient to fund our operations beyond the next
twelve months. However, given our history of losses, we may be required to raise additional equity or debt
financing if we are not able to achieve and. sustain profitability.

Net Cash Provided by/Used in Operatzng Activities

Net cash used in operating activities was $0.9 m1111on in the twelve months ended December 31, 2005,
compared to net cash used in operating activities of $8.5. million in the twelve months ended December 31,
2004. Included in cash used in operating activities for'the twelve months ended December 31, 2004 is
$9.7 million in cash that was received from.Taleo Contingent customers in the last week of 2003 and repald to
our customers’ contingent labor suppliers in the first week of January 2004,
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Net cash used in operating activities was-$8.5 million in‘fiscal 2004, compared to net cash provided by
operating activities of $10.9 million in 2003. Included in net cash used in operating activities in fiscal 2004 was
$6.7 million paid by customers in'advance of receiving services from the Company These payments increased -
our liquidity and reduced our need for external - fundmg

A significant item in determining our net cash provided by/used in.operating activities is our accounts
receivable. Our accounts receivable balance fluctuates from period to period, depending on the timing of sales
and billing activity, cash collections, and changes to our allowance for doubtful accounts.. We use days’ sales
outstanding,.or DSO, calculated on:a quarterly basis, as a measurement of the quality and status of our
receivables. We define DSO as (a) accounts receivable, net of allowance for doubtful accounts; divided by
total revenue for the most recent quarter, multiplied by (b) the number of days in that quarter. DSO.was
66 days at December 31, 2005 compared to 91 days at December 31, 2004.. The decrease in DSO from
December 31, 2005 as compared to December 31, 2004 reflects the impact of our collectlon efforts resulting in
higher cash collections i in 2005

Another significant item: in determmmg our net cash provrded by/used in operatmg activities.is our
deferred revenue. We record: deferred revenue in connection with the sale-of our applications, as described
above under “— Overview — Sources of Revenue.” Our total deferred revenue decreased in 2005 as
compared to 2004 as a result of a delay in billing activities until after December 31; 2005 Wthh delayed our
ability to recognize deferred revenue related to certaln invoices until January 2006.

.We participate in' a special government program in Quebec that provrdes investment credits based upon
qualifying research and development expenditures including capital equipment purchases. We have particis
pated in the program for six years, and we expect that.we will continue to"be eligible to earn these investment
credits through September 2008 when the program is scheduled to end. Investment credit receivables under.
this program increased to $4.9 million in 2005 from $2.8 million in 2004. This increase was a result of the
timing of receipts from the government of Quebec . S

‘Cash provided by, or used in, operatmg actrvmes is driven by sales of our apphcatrons The timing of our
billings and collections relating tothe sales of our -applications: and consulting services is a significant .
component of our cash flows from operations, as are the level of the deferred revenue on these sales. To a’
lesser extent, the changes in working capital accounts other than'the payments to Taleo Contmgent labor
supphers accounts receivable and deferred revenues 1nﬁuences our cash flows. from: operatlons

Net Cash Used in Investing Activities -

Net cash used in investing activities was $8. 5 ‘million in the twelve months ended December 31 2005 :
compared to $3.6 million in the twelve months ended December 31, 2004. The i increase in net cash used for
investing in 2005 was primarily comprrsed of an 1ncrease of $1.4 million in restricted cash as a result of our
financing activities and $3.9 million net cash used for the acqulsmon of Recrultforce These were oﬁ"set by . a
decline of $0.2 million in capltal expendrtures Versus the prior year.

Net cash used in investing activities was $3. 6 million in 2004 compared to $2 3 mllhon in 2003 These
amounts are primarily the result of capital expenditures associated with computer equipment and furniture
and fixtures -in, support of expanding our infrastructure and workforce. In 2003, the use of §2.3 million.
consisted of $5 4 million for capital expenditures, offset by $3 1 million in net cash acquired in connection with
our purchase of White Amber. We expect to invest, approximately $7.0 million to $9.0 million in capltal,
- expenditures in the 12-month period following December 31, 2005, primarily to acquire additional hostrng
- infrastructure and for internal systems, which excludes additional equipment that will be acquired under our

operating lease arrangements. We anticipate ut111zmg a portion of the proceeds of our initial public offenng to
fund such expendltures :

We expect to incur capital expenditures in 2006 for investments in our data center mfrastructure
relocation of our head. office facilities, and computer equipment and furniture and fixtures in support of
expanding our infrastructure and workforce.. We expect that capital expenditures for 2006 will be in the: range
of $7 million to $9 million .and ant1c1pate that they will be paid using existing working capital.
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~In:connection with-our acquisition of White Amber in October 2003, we acquired $3.1 million in net cash

and assumed liabilities of $4.6 million. Of the $4l6 million assumed, $2.8 million was comprised of debt

- obligations with payment terms through April 2005 and May 2006, respectively. See “Net Cash Provrded by/
Used in Financing Activities.”

Net Cash Provtded by/ Used in Fmancmg Activities

* Net cash provrded by financing activities was [$63.0 m11110n in the twelve months ended December 31,
2005 compared to net cash used in financing activities of $0.2 million in the twelve months ended
December: 31, 2004. The change resulted mainly frbm the $69.8 million of net proceeds (prior to accounting
for $3.9 million of other costs associated .with the financing) from the initial public offering of our common
stock completed in October 2005, net of amounts received and subsequently repaid to Goldman Sachs and to
National-Bank of Canada. - : ‘

Net cash used in financing activities was $0.2! million in fiscal 2004, compared to net cash provided ‘by
financing .activities of $0.7 million in fiscal 2003. For-both years, the activity consisted primarily of proceeds
from lon‘g -term debt borrowing, repayment:of debt and including new equipment purchases.

We had historically maintained a ﬁnancmg arrangement with National Bank of Canada. This agreement
had been in place since 1999, as renewed and amended, and we were not in compliance with this agreement as
of December 31, 2004. In January and March 2005 we amended our agreement with National Bank of
Canada. -In April 2005, we terminated our ‘debt arrangement with National Bank of Canada and repaid all
amounts owed to National Bank-of Canada and entered into a loan agreement with Goldman Sachs. Under
the $20.0 million term loan with Goldman: Sachs, \xlhich closed on April 25, 2003, we received net proceeds of
approximately $15.5 million net of. deferred ﬁnanbing costs and the repayment of outstanding amounts to
National Bank of Canada. The deferred financing costs were amortized to-interest expense over the life of the
term loan. The term loan accrued interest at LIBOR plus 6.0%, and interest payments were due monthly. A
pOl‘thIl of the proceeds of the term loan were resthcted as to our ab111ty to access the funds.

. On October 4,.2003, we completed our 1mt1al publrc offering of 6,700, 000 shares of common stock ata
price of $14.00 per share. We sold 5,360,000 shares in the offering. Certain selling stockholders of the
Company sold the remaining 1,340,000 shares in tHe offering. Upon the closing of the offering, we received net
proceeds, after deducting underwriting discounts and commissions, of $69.8 million. After deducting other
costs incurred in connection with the offering of $3.9 million, we raised approximately $65.9 million.
Simultaneous with the completion of .the IPO, 691877 241 outstanding shares of preferred stock, outstanding
* as of September 30, 2005, plus 4,136,439 shares issuable under antidilution provisions converted into
12,335,598 shares of Class A Common Stock as 2 result of the IPO. In addition, the holders of 17,879,362
Class “A preferred exchangéable shares of 9090-5415 Quebec, Inc. and of 6,350,400 Class B preferred
exchangeable shares of 9090-5415 Quebec Inc. may elect, or the Company may require them to exchange
their exchangeable shares for 4,038,287 shares of Class A Common Stock at any time. No such shates were
exchanged during 2005. Also upon completion of the IPO, the Company issued 841,124 shares of Class' A
common stock in lieu of payment of accrued dividends on our outstanding preferred stock based on the initial

publlc offering price of $14.00 share. The amount paid in cash for accrued dividends was $222,556.

On October 5, 2005, followmg completion of its initial pubhc offering and pursuant to the terms of the
Companys credit agreement ‘with Goldman Sachs the Company ‘made cash payments for outstanding
prmcrpal and prepayment fees in the amount of $20.6 m11110n We have no further borrowmg capabilities with

Goldman Sachs as of December 31, 2005.

We had $1.0 million outstandmg as of Decenlber 31, 2005 under caprtal leases from other unrelated third
partles These are subject to interest rates ranging| from 6.00% to 15.89% and mature at varying dates through
2008.

. We do not participate in transactions that involve unconsolidated entities or financial partnerships, such
as-entities often referred to as structured finance or special purpose entities, which have been established for
the purpose of facilitating off-balance sheet arrangements or other contractually narrow or limited purposes.
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Excluding operating leases for office space,. cemputer equipment, and'.third"party facilities that host. our
applications, that are described below, we do not engage in off-balance sheet financing.arrangements.

Contractual Obligations

We generally do not enter into long term mlmmum purchase cornmltments Our principal commltments .
which are not included in our debt agreements dlscussed ‘above, consist of obhgauons under leases for office
space, operating leases for computer equipment and to a lesser extent for third-party. facilities that host our,
applications. The following table describes our: commltments to settle contractual obligations i in cash under
operating-leases and other purchase obhganons as of, December 31, 2005 (in thousands) ‘

Contractual ‘obligations

‘ Less Than .~ Mére Than.

! _Total 1 Year 1-2 Years 3-5 Years 5 Years
Capital lease obligations . ............ s 982§ 583 $ 399 $ —— LS . -
Interest .pa‘yments....'...,....‘...‘....'. 48 .40 8 - — :
Facility leases(1) ....... TR ;.. 9,859 . 2,001 3,250_ o j:3,»130 . 1,478 .
Operating equipment leases. ........... 7 7,284 3,898 - . 3,365, - .21 C e

" Third party hosting facilities-.. .. ... ... e 651 651 T e R o

Other contracts........... i ; 228 113 s 0 - - )
Total contractual cash obligations .. ... 1 $19,052 $7,286 $7,137 $3,151 $1,478

(1) Includes amounts associated with new headquarters facilities lease as described in “Item 2 — Properties”

Legal expenditures could also affect our hquldlty We are regularly subject to legal proceedings and
claims that arise in the ordinary course of business. See Note 14 of the Notes to Consolidated Financial
Statements. Litigation may result in substantial costs and may divert management’s attention and resources,
which may seriously harm our business, financial condition, operating results and cash flows.

We believe our existing cash and cash equivalents and cash provided by operating activities will be
sufficient to meet our working capital and capital expenditure needs, as well as to service our debt obligations,
for at least the next twelve months. However, our future capital requirements will depend on many factors,
including our rate of revenue growth, the expansion of our sales and marketing activities, the timing and extent
of spending to support product development efforts and expansion into new territories, the timing of
introductions of new applications and enhancements to existing applications, and the continuing market
acceptance of our applications. To the extent that existing cash and cash equivalents, and cash from
operations, are insufficient to fund our future activities, we may need to raise additional funds through public .
or private equity or debt financing. Although we are currently not a party to any agreement or letter of intent
with respect to potential investments in, oriacquisitions of, complementary businesses, applications- or
technologies, we may enter into these types of arrangements in the future, which could also require us to seek
additional equity or debt financing. Additional funds may not be available on terms favorable to us or at all.

ITEM 7A. QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK
Foreign Currency Exchange Risk i

Our revenue is generally denominated in the local currency of the contracting party. The majority of our
revenue is denominated in U.S. dollars. In 2005, 7% and 5% of our revenue, was denominated in Canadian
dollars and currencies other than the U.S. or Canadian dollar, respectively. Our expenses are generally
denominated in the currencies in which our operations are located. Our expenses are incurred primarily in the
United States and Canada, including the expenses associated with our research and development operations
that are maintained in Canada, with a small portion of expenses incurred outside of North America where our
other international sales offices are located. We maintained $0.2 million of debt denominated in Canadian
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dollars as of December 31, 2005. Our results of operations and cash flows are therefore subject to fluctuations
due to changes in foreign currency exchange rates, particularly changes in the Canadian dollar, and to a lesser
extent, to the Australian dollar, British pound, euro, Singapore dollar and- New Zealand dollar, in which
certain of our customer contracts are denominated. In 2005, the Canadian dollar increased in value by
approximately 7% over the U.S. dollar on an average annual basis. This change in value resulted in a net
decrease to our earnings of $1.6 million in 2005.|This decrease was comprised of increased revenue of
$0.4 million, offset by $0.6 million of additional cost of sales and incremental operating expenses of
$1.3 million. If the U.S. dollar continues to weaken, compared to the Canadian dollar, our operating results
may suffer. We do not currently enter into forward exchange contracts to hedge exposure denominated in

\
foreign currencies or any derivative financial instruments for trading or speculative purposes. In the future, we

may consider entering into hedging transactions to help mitigate our foreign currency exchange risk.

Interest Rate Sensitivity

We had cash and cash equivalents, of $59 3 milljon at Decembcr 31, 2005. This compares to $5.8 million
at December 31, 2004. These amounts were held prlmarlly in cash or money market funds. Cash and cash
equivalents are held for working capital purposes, and restricted cash amounts ‘are held as security against
various of our debt obligations. We do not enter into investments for trading or speculative purposes. Due to
the short-term nature of these investments, we behevn’a that we do not have any material exposure to changes in
the fair value of our investment portfolio as a result of changes in interest rates. Declines in interest rates,

however, will reduce future interest income.

.

52




ITEM 8. FINANCIAL STATEMENTS AND SUPPLEMENTARY DATA.

“ L e

REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

To the Stockholders of Taleo Corporation
San Francisco, California

We have audited the accompanying consolidated balance sheets of Taleo Corporation and subsidiaries
(the “Company”) as of December 31, 2005 and 2004, and the related consolidated statements of operations,
stockholders’ equity (deficit), and cash flows for each of the three years in the period ended December 31,
2005. These financial statements are the responsibility of the Company’s management. Our responsibility is to
express an opinion on these financial staternents-based-on our audxts LARRTY

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight
Board (United States). Those standards require that-we plan and perform the audit to obtain reasonable
assurance about whether the financial statements are free of material misstatement. The Company is not
required to have, nor were we engaged to perform, an audit of its internal control over financial reporting. Our
audits included consideration of internal control over financial reporting as a basis for designing audit
procedures that are appropriate in the circumstances, but not for the purpose of expressing an opinion on the
effectiveness of the Company’s internal control over financial reporting. Accordingly, we express no such
opinion. An audit also includes examining, on a test basis, evidence supporting the amounts and disclosures in
the financial statements, assessing the accounting principles used and significant estimates made by
management, as well as evaluating the overall financial statement presentation. We believe that our audits
provide a reasonable basis for our oplmon

- Inour opinion, such consolidated financial statements present fairly, in all material respects, the financial
position of the Company as of December 31, 2005 and 2004, and the results of its operations and its cash flows
for each of the three years in the period ended December 31, 2005, in conformlty with accounting pr1nc1ples
gencrally acccptcd in the United States of Amcnca

As dlscu}ssed in Notc 2, the Company _rcstatcd its 2004 and 2003, consolidated financial statements.
/s/ Deloitte & Touche LLP

Boston, Mass";achusetts
April 17, 2006
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TALEO CORPORATION AND SUBSIDIARIES
CONSOLIDATED BALANCE SHEETS

December 31,

2005

2004

(Restated,
See Note 2)

(In thousands, except
share data)

| ASSETS

Current assets: : . '

Cash and cash equivalents ............. ... ...... Lo S S S ... $ 59,346 $ 5,773,
Restricted cash. ... ... ... i ‘ ...... Wl e e ' 1,110 —
Accounts receivable, less allowance for doubtful accounts of $350 and $150 at _ ' _

December 31, 2005 and 2004, respectively. ...l oo 15,026 14,980
Prepaid expenses and other current assets ..........[............. T ' 3,010 . 1,242
Investment credit receivable.............. T e 4,944 2,784

Total current assets ................ R Wi RN 83,436 24,779

Property and equipment, net ............. N P e 1,129 .6,901

Restricted cash...................... N e - 936 195

Other assets ..................... Y 283 2,402

Goodwill . .............. il N PO P 15,947 2,828

Other intangibles, net ... i [P L 1,289 1,543

Total assets...............o.... R $ 99,020 $§ 38,648

LIABILITIES AND STOCKHOLDERS’ EQUITY (DEFICIT)

Current liabilities: S ' » ‘
Current portion of long-term debt ........ ... .l i $ 583 § 3130
Accounts payable and accrued liabilities ..........| PR A 13,063 9,737
Contingent shares issuable .................... A PRI : 81 L=
Customcrdeposits...................‘..........) .............. P 342 . 27353
Deferred TeVeNUE . .. ... . overeeeeeaeeee o e S 10,870 . .10,930

Total current liabilities ............ S ' e 24,939 26,150

Customer deposits and long term deferred revenue . . ] ............................. e 114 598 -

Other Habilities . ..........vvenrireneenennnn L 155 250

Long-term debt . ......ooeereeiii e TR 399 2,573

Commitments and contingencies (Note 14) :

Class B Redeemable Common Stock, $0.00001 par valuc 24,229,762 shares authonzed
4,038,287 shares issued and outstanding at December 31, 2005 and December 31, 2004 — —
Total HabIIES . . . ..o o oo e et e el 25,607 29,571

Series A, B, C and D Convertible Preferred Stock, $0. 0001 par value, 79,533,696 shares
authorized; 0 and 69,870,095 shares issued and outstandmg, liquidation preference $0 and
$49,961 at December 31, 2005 and December 31, 2004, respectively . .............. . — 50,413

Exchangeable share obligation .. ....... ... o i 1,715 1,660

Stockholders’ equity (deficit): :

Class A Common Stock; par value, $0.00001 per share 250,000,000 shares authorized;

18,755,071 and 67,415 shares issued and outstandmg at December 31, 2005 and 2004,

TESPECHVELY L . oo —
Additional paid-in capital ............ 124, 947 5,039
Accumulated deficit . ... ... 1(53,701)  (48,222)
Deferred compensation .............. ..., S (21) (37
Accumulated other comprehensive Income . ...... vt 473 224

Total stockholders’ equity (deficit) .......... o i 71,698 (42,996)

Total liabilities and stockholders’ equity (deficit) .... .. e e ©$ 99,020 $ 38,648

See accompanying notes to consolidated financial statements,
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TALEO CORPOkATION AND SUBSIDIARIES
' - -CONSOLIDATED STATEMENTS OF OPERATIONS

Years Ended December 31,

See accompanying notes to consolidated financial statements.
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2005 2004 2003
! ’ (Restated, (Restated,
See Note 2) See Note 2)
' (In thousands, except per share data)
Revenue: P .
Application. .. ..ot e [RTTR $63,296  $ 49,010  $ 36,029
Consulting ......... e i - 15114 9,640 7,606
Total revenue ........... U A U 78,410 58,650 43,635
Cost of revenue: e o '
Application. .. ......... L e P 16,419 14,627 7,691
Consulting ...l e 11,058 8,276 6,462
Total cost of revenue ............ RN P [T 27477 22,903 14,153
Gross profit ......... AT P P P, 50,933 35,747 - 29,482
Operating expenses: . :
Sales and marketing .......... 22,544 18,153 14,767
Research and development............ .../ e 16,687 15,932 10,927
" General and administrative .......... T L 10,310 7,161 4,726
Restructuring costs and other charges . R N e 304 — —
Charge for in-process research and developm?nt ................ — — 150
Total operating expenses .......... TN ......... e 50,345 41,246 30,570
Operating income (108)................. .. e 588 (5,499) (1,088)
Other (expense) income: N ‘ ,
Interest income ................ ... et FRET C 873 101 83
- Interest eXPense. . ...ttt e P (1,272) (404) (152)
Fees for early extinguishment of debt. ... ... Lo, PID (2,264) — —
Other (expense) income, Net.. ... ... i, (416) 65 (62)
Total other expense, net............... R R (3,079) (238) (131)
Loss before provision for income taxes........ e (2,491)  (5,737) (1,219)
Provision (benefit) for income taxes................c..covvvvneisn 4 (11) 39
Netloss ...ooovieiiiiiiiiiaiie P R (2,495) (5,726) (1,308)
- Accrual of dividends and issuance costs on preferred stock.......... (2,984) (3,299) - (2,744)
Net loss attributable to Class A common stockhblders e $(5,479) § (9,025) $ (4,052)
Net loss attributable to Class A common stockholders per share — '
basic and diluted .. ................ AU e $ (1.19) $(161.16) $(162.08)
Weighted average Class A Common Shares: \_ ‘
Basicand diluted. .........c...o oL R 4619 56 25



TALEO CORPORATION AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF STOCKHOLDERS” EQUITY (DEF ICIT)
For the years ended December 31, 2005, 2004 and 2003
(Dollars |in thousands)

Accumulated

oS4 | Additional Other Total .
— | Paid-in Deferred . Accumulated Comprehensive Stockholders’ Comprehensive
Shares  Amount Capital Compensation  Deficit  (Loss) Income Equity (Deficit) (Loss) Income
: (Restated (Restated (Restated
. See Note 2) See Note 2) See Note 2)
Balances as originally reported, :

December 31,2002 .. ............o.s 14,107 $— | § 3,792 § —- §(34935) $(107) $(31,300) § —
Correction of errors (see Note 2) ........... —_ - — — (160) — (160) —
Balances as restated, December 31, 2002 ... .. 14,107 — 3,792 — 7 (35,145) (107) (31,460) —
Employee stock options exercised ........... 22,183 — 29 — — — 29 -
Warrants issued for professional services. .. ... - - 10 — — — 10 —
Shares returned under legal settlement ....... (383) — — — — — — —
Issuance of stock, stock options, and warrants

assumed in connection with acquisition . ... . - = 840 (387) — — 453 -
Amortization of deferred compensation....... - - — 104 - — 104 -
Accrued dividend on Series C and Series D '

Preferred Stock (restated, see Note 2) ... .. — - — — (2,452) — (2,452) —
Accrual of issuance costs of Series C Preferred

Stock ..o - = — — (292) — (292) -~
Net loss (restated, see Note 2) ............. : - - — — (1,308) - . (1,308) $(1,308)
Foreign currency translation adjustments ... .. - = — G- — 489 ° 489 489
Balances, December 31, 2003 (restated, see . . :

Note 2) oot e 35907 — 4,671 (283) (39,197) 382 (34,427y  $ (819)
Employee stock options exercised ........... 30,120 — 107 — —_ . — 107 —
Cashless exercise of warrants . . ... e : 1,388 _ — — — — — —
Warrants issued for professional services. .. ... — —-} 93 i ee— = — 93 —_
Modification of warrants in connection with r

litigation ........ . ... . il - = 217 — - - 217 —
Forfeiture of Series D Preferred Stock optlons B (49) S5 — — 6
Amortization of deferred compensation. ... ... R — 191 — — 191 —
Accrued dividend on Series C and Series D ) ‘ .

Preferred Stock (restated, see Note 2) ... .. —_— = — — . (3,007) — C(3,007) —
Accrual of issuance costs of Series C Preferred [ )

Stock .ot e - - — — (292) — (292) —
Net loss (restated, sece Note 2) ...... P ~ 4 — — (5,726) — (5,726) $(3,726)
Foreign currency translation adjustments ... .. — _—-—}_ — C - (158) (158) (158)
Baiances, December 31, 2004 (restated, see (

Note2) oo T 67,415 — 5,039 (37) - (48,222)" 224 (42,996)  $(5,884)
Employee stock options exercised ....... o 148,351. —) 490 — — — 490 - —
Warrants exercised . . . .. B 2,584 A g — — — 8 —
Conversion of preferred shares into common . ' B "

shares at initial public offering ............ 12,335,598 — 41,399 —_ — - 41,399 _—
Issuance of common shares in lieu of cash :

payment of accreted dividends on preferred ‘

shares at initial public offering ....... e 841,124 — 11,776 — E— — 11,776 —
Initial public offering (net of costs).......... 5,360,000 4. 65,881 — — — 65,881 —
Stock based compensation. . ................ L n — — — 372 —
Forfeiture of Series D Preferred Stock options ) '

and contingent shares issuable as acquisition

consideration .. ......... ... i — - (18) 3 — — T (18) —
Amortization of deferred compensation, ... ... - L — 13 — — 13 . —_
Accrued dividend on Seriés C and Series D }

Preferred Stock.. ... - - — — . (2412) — (2,412) —
Accrual of issuance costs of Series C Prefcrred I

Stock ...l SR PN - T — — (572) — (572) —
Netloss .. . oo e - T — — (2,495) — (2,495)  $(2,495)
Foreign currency translation adjustments .. ... - T — — — 249 249 249

$4— $124,947 § (21) §(53,701) § 473 $ 71,698 $(2,246)

Balances, December 31, 2005............... 18,755,072

s |

See accompanying notes to consolidated financial statements.
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TALEO CORPOi(ATION AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF CASH FLOWS

o 2005 2004 2003

| , (Restated, (Restated,
: . See Note 2)  See Note 2)
(In thousands)

Cash flows from operanng activities: : ‘
NEt10SS .ot e e O e e $ (2495) § (5726) $(1,308)

Adjustments to reconcﬂe net Joss to met cash (used in) prov;ded by operatmg activities: ‘ . .
Depreciation and amortization. . ... ............. PR S R P 4,853 4,388 © 3,203
Gain (loss) on sale and write-off of fixed assets . . : IR 190 97 {12)
Amortization of tenant inducements............ 97) — —_
Bad debt expense ........... . ... e e e e e 225 100 2
Charge for in-process research and development ..... .. P P . — - 150
Noncash stock compensatlon expenses P . 385 501 114
Adjustment to-goodwill .. .. .. P T ‘ - 73 e
Amortization and write-off of deferred financing fees ........ e e aeees 822 — =
Changes in working capital accounts: )

Interest eamned on restricteéd cash ... L, b ORI e : 43 - —

Accounts receivable ... e T R P C21) (6,417) (1,417)
- Prepaid expenses and other assets. . ..................... e e e (1,480) (381) (314)

Investment credit receivable . 0........ oL e P, e (2,147 (452) (611)

Accounts payable and accrued Habilitles .. ... . S 1,642 (7,394) T 1,371

Deferred revenues and customer deposits ................, RN e (2,605) 6,673 (265)

Net cash (used in) prov1ded by operating activities (875) (8,538) 10913

Cash flows from investing activities: ' i R .

Acqunsmon of fixed assets ........ ..o i e e e (3,222) (3,382)  (5387)

Restricted Cash ... e (1,382) (195) —

Acquisition of business, net of cash acqulred .......................... e e (3,853) — —

Cash acquired, net of paymients made i m connection w1th vamSlth!l . : o~ = T 3,108

Net cash used in investing acuvmes. BN R, U PR e (8,457) (3,577) (2,282
Cash flows from financing activities: s o ‘ ' :

Proceeds from long-term debt. . ........ ... o LR ST T I PR PO PR I 20,230 7,575 2,368

Principal payments of long-term debt. . . .. e e T *(24,298) (5,542) (1,207)

Principal payments of capital lease obligations . . . (535) (331) (§70)

Debt iSSUANCE COSIS .. oLttt ittt i i ) : T (822) — [

Offering costs ... et e PR, L — (2,003) —

Employee stock options and warrants exerclsed 498 107 84

Proceeds from initial public offering of common stock, net of oﬂ’ermg costs 68,191 — —

Dividends paid on preferred stock (see Note 10) ............ P e FERT (223) — —

Net cash provided by (used in) financing activities ...... ... AU U S 63,041 Co(194) - 675
Effect of exchange fate changes on cash and cash equivalents (136) C(112) (76)
Increase (décrease) in cash and cash equivalents. ........... .. i i Vo 53,573 (12,421) 9,230 -
Cash and cash equivalents: . - L ‘ :
. Beginning of year ............. N e P P e 18,194 8,964
CEndofyear ..o o § 5773 $18,194
Supplemental cash flow disclosure: . ] } :

Cash paid for interest .. ......... RPN e B R e .85 L07 $ 303 $ 53

Cash paid for loan prepaymenl penalnes ....................... PRI T, e $ 1,570 b — § —

Cash paid for income taxes ................ e [ETRPRI L SEREEPR s — $ 76 $ -

Supplemental disclosure of non-cash ﬁnancmg and investing activities:

Fixed assets acquired under capital lease. ... ... ... il e $ 9% $ 118

Fixed assets acquired in accounts payable and accrued labilities . . . .‘ e e - —

Acerual of dividends on Series C and Series D Preferred Stock ... R $ 3,007 $ 2,452

Amartization of issuance costs on Series C Preferred Stock.......! e § 292 $ 292

Conversion of preferred shares into common shares at initial public oﬂ”em\g - —

Issuance of common shares in lieu of cash payment of accreted dwxdends on preferred shares at initial
publicoffering .....c...... e T S $ll,776 — —

Offering costs included in accounts payable ‘ $ 308 $ — 5 -

Contingent shares issuable .. .............. B e e $ 31 $ - -~

See accompanying notes to:consolidated financial statements. .
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TALEO CORPORATION AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
‘ (in thousands except share and per share information)

1. Nature of Business and Basis of Presentation

Nature of Business — Taleo Corporation and Subsidiaries (the “Company”) pro'vides enterprise talent
management solutions that enable organizations of all sizes to establish, automate and manage their worldwide
staffing processes for professional, Hourly and temporary staff. The Company’s software applications are
offered to customers primarily on a subscription basis.

The Company was incorporated under the laws of the state of Delaware in"May'1999 as Recmitsoft, Inc.
and changed its name to Taleo Corporation in March 2004. The Company has principal “offices in
San Francisco, California and Quebec City, Quebec and conducts its-business worldwide, with wholly owned
subsidiaries in Canada, France, The Netherlands, The United Kingdom, Singapore, and Australia. The
subsidiary in Canada performs the primary product development activities for the Company, and the other
foreign subsidiaries are generally engaged in providing sales, account management and support activities.

.Basis of Presentation — The consolidated financial statements have been prepared in accordance with
accounting principles generally accepted in the United States of America. The consolidated financial
statements include the accounts of Taleo Corporation and its wholly owned subsidiaries. All intercompany
balances and ‘transactions have been eliminated.

© Stock Split — The accompanymg financial statements reflect a one-for-six reverse stock split of the
Company’s common stock that was approved by the Board of Directors and shareholders effective April 25,
2005. All share and per share information herein has been retroactively restated to reflect this split.

Allocation of Overhead Costs — The Company allocates overhead such as rent and occupancy charges,
employee benefit costs and depreciation expense to all departments based on employee count. As such
overhead expenses are reflected in each cost of revenue and operating expense category.

Recent Accounting Pronouncements — On December 16, 2004, the FASB issued Statement of Financial
Accounting Standards (“SFAS”) No. 123R, “Share-Based Payment” that requires companies to recognize
compensatlon cost for the fair value of employee stock options. and similar awards. The effective date of
SFAS 123R was subsequeritly amended by the Securities and Exchange Commission and is effective for the
Company January 1, 2006, The Statement requires entities to recognize stock compensation expense for
awards of equity instruments to employees based on the grant-date fair value of those awards (with limited
exceptions). Effective January 1, 2006, the Company adopted SFAS No. 123R utilizing the “modified
prospective” method. The effect of this pronouncement to the Company’s results of operations will be
material. Uncertainties, including the Company’s stock price volatility, estimated forfeitures and employee
stock option exercise behavior, make it difficult to determine whether the stock-based compensation expense
in future periods wili be.similar to the SFAS No. 123 pro forma expense disclosed in Note 3. °

2. Restatement

Subsequent to the issuance of the 2004 consolidated ﬁnan01al statements, the Conipany determmed that
there were errors in the accounting with respect to deprecmtlon of fixed assets, and accrual of dividends on
preferred stock. As a résult, the Company has restated. its consolidated financial statements as follows:

Cost of revenue — Applications, and Research and Development

During 2006, the Company determined that it was incorrectly calculating and allocating depreciation
expense. These errors included calculating depreciation for items that were no longer in use. The net effect of
the correction was to increase net income by $69 and $50 for 2004 and 2003, respectively.
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TALEQ: CORPORATION AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

Acerual of dividends and issuance costs on pl'eferred stock

The Company determmed that it was incorrectly calculatmg accrual of dividends on its Senes C and D
Preferred Stock. Adjustments to accrued dividends on preferred stock related to the incorrect applrcatlon of
simple interest rather than compound interest in calculating the dividends for series C and D preferred
stockholders. The error will result in an increase in the net loss attributable to Class A common stockholders
and net loss per share attributable to Class A common stockholders for the respe’ctive periods. ‘

The s1gn1ﬁcant effects of the restatement adjustments on the statement of operatlons balance sheet and
earnings per share amounts for the periods mdrcated are summanzed below

s

: o . . U . . As ongmally ) ,' As ) S
'Annual Fmancral Statements ‘ ‘ o Reported ~ _Restated Chahge v
Statement of-Operations Data | \ / ' .
Cost of revenue,: apphcatlons .. ‘ R ‘ o S . Gt
2004 . T e S14618 - S14627 9T
2003 . L s 7670‘ § 7,601 0§ 21
Research and development , . - S L
2004 .. S ST ; s16,.010 815,932 $u(78)
2003 ... ... 0. R L L o 00810998 - -$10,927 - $0(71) -
Accrual of dividends and issuance costs on preferred stock T B
2004.. ... .. SO L 82056 $3299 T8 543
2003 ... ... ST ..... R o $ 2,419" $ 2744 § 325
Net loss ' Lo B e
2004, ... PR DU ...... K s 5795 ¢ 5726 8§ (69)
2003, .0 L b STL3SET S 13088 (50)
Net loss attributable to common stockholders o o o R
2004 .0 0o e AT s,s,ssr C$9,025.. % 474
2003 .. S $ 3777 . .$ 4052. $ 275~
Net loss attributable to common stockholders per. share —
basic and dlluted(l) ) ' o o - _
2004 e e liiciioo.. 815270 $161.16  $ 846
2003........ e . $IS108 8162.08 . SIL 001 .
Balance Sheet Data as of December 31, 2004 B
Property and equipment, net. ... ... co .‘.' S o ;86768 . $6901 $ 133 ¢
D TOtl BSSELS ... $38515 $38,648 S 133
Accounts payable and accrued liabilities . e o $ 9,725 $ 9,737 $. l‘2_‘
Total liabilities ............ooienr.., SRS 829,559 $29571 12
Series A, B, C and D Convertible Preferred Stock ... $49385"* §50,413 ~ $1,028

(1) Reflects the exclusion of our Class B redecm‘éblc cor_nrﬁon stock shares as a separate class of stock.

3. Summary of Srgmﬁcant Accountmg Polrcres

4

Use of Estimates — The preparation of ﬁnancral statements' in’ conformrty wrth -accounting pr1nc1ples
generally accepted in the United States of America requires company management-to make estimates and
assumptions that affect the amount of assets and lrabrlltres and drsclosure of contmgent assets and liabilities at
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the date of the financial statements and the reported amounts of revenues and expenses during the reporting
period. Actual results could differ from those estimates. Items subject to the use of estimates include revenue,
product’ development costs, bad debt expense, amortrzanon of acquired intangibles, stock based compensation
and income tax expense.

Revenue Recognition — The Company generates revenue by providing its solutlons to meet professional,
hourly and temporary staffing needs. The Company derives its professional and hourly revenue primarily from
hosting and application fees and maintenance fees, which fees are collectively reflected as application revenue,
and secondarily from professional implementation and consulting services, which are réflected as consulting
revenue. The Company typically enters into multiple-element arrangements that include hosting, application
and implementation or consulting services. The Company allocates the arrangement fee to the elements based
upon the fair value of those elements. The fair value of the elements is typically determined by the price of the
deliverable when it is sold on a standalone basis. Revenues for each of these elements, whether contracted
directly with the end-user customer, or in certain cases through the Company’s partners, are recognized when
persuasive evidence of an. arrangement exists, delivery of the serv1ce has occurred, the price is fixed or
determinable, and collectibility is reasonably assured.

Hosting and application services provide customers the right to access applications, use hardware for the
application access, and utilize customer service. Customers typically do not have the right to take possession of
the Company’s software during the hosting agreement. Contracts typically have a term of three years and are
generally non-cancelable, or provide for significant penalties if cancelled. Hosting and application service
revenue is recognized ratably over the term of the arrangement. Set-up fees for a new customer contract,
- which' are nominal, are deferred and recognized over the life of the arrangement. '

Taleo Contmgent revenue (revenue generated from the acqursrtron of White Amber Inc; see Note 4
below) is generated in the temporary or contingent stafﬁng market. This revenue is recogmzed based upon a
fixed, contracted percentage of the dollar amount invoiced for contingent labor through the use of one of the
Company’s applications and is recorded on a net basis under the provisions of Emerging Issues Task Force
(“EITF”), No. 99-19 “Reporting Revenue Gross as Principal Versus Net as Agent” as the Company is not
the primary obligor under the arrangements, the percentage earned by the Company is typically fixed, and the
Company does not retain credit risk. .

- Consulting services represent a separate earnings process and are recognized as services are performed.
Consulting services generally include business process reengineering, change management, application
configuration, and education and training services. Consulting engagements are typically billed on a time and
materials basis. A small number of the Company’s consulting and implementation engagements are priced on
a fixed-fee basis. Revenue recognized under fixed-fee arrangements is recognized. proportionally to the
performance of the services utilizing milestones if present in the arrangement or hours incurred relative to
hours projected if milestones are not present. However, the revenue recognized under the fixed fee
arrangements is limited to the contractual amount that the Company would be able to recover should there be
a cancellation by the customer, '

The Company has also licensed its application product under perpetual license arrangements that have
generated revenue at that point in time when the arrangement is signed. Revenues from licensing that have
been recognized in this manner were $0, $0, and $2.7 million in 2005, 2004 and 2003, respectively, and are
included in application revenues. Software license revenue is recognized upon shipment of the product
utilizing the residual method provided that the license fee is fixed and determinable, persuasive evidence of an
arrangement exists, and collection is probable. Software licenses may be sold with annual maintenance
contracts and, in some’ cases, also with consulting services. For the undelivered elements, vendor-specific
objective evidence (“VSOE”) of fair value is determined to be the price charged when the undelivered
element is sold separately. VSOE for maintenance sold in connection with a software license is determined

60




TALEO CORPORATION AND SUBSIDIARIES
- NOTES TO CONSOLIDATED FINANCIAL STATEMENTS, — (Continued)

based on the amount that will be separately chargedifor the maintenance renewal period. VSOE for consulting
services is determined by reference to the amount charged for simiilar engagements.

The Company does not license its software with 4 right of return and typically does not license its
software or provrde hostmg services With conditions’of acceptance. If an arrangement does contain conditions
of acceptance, recognition of the revenue is deferred unitil the acceptance criteria are met or the period of
acceptance has passed :

Deferred _Revenue — Deferred revenue primarily consists of billings or payments received in advance of
revenue recognition from the Company’s solutions described above and ‘is’ recognized as the revenue
recognition criteria are met. The Company generally invoices its customers in quarterly or annual installments.
Accordingly, the deferred revenue balance does not represent the total contract value of annual or multi-year,
noncancelable subscription agreements.

Commission Expense — Commissions are the incremental costs that are directly associated with revenue
contracts. In the case of commissions for application révenue contracts the commissions are calculated based
upon a percentage of the first year's revenue of the contract. The commission payment is earned by the
Company’s sales persons over the twelve-month perlod following the initiation of a new customer contract. To
the extent that a commission is paid before' it is- expensed, it is recorded-as a prepatd expense and amortized
over the period benefited by the seerce period of the sales person.

Goodwill and Other Intangzble Assets—ln accordance with SFAS No 142 “Goodwill and Other
Intangible Assets,” the Company conducts a test for the 1mpa1rment of goodwﬂl on at least an annual basis.
October | has been adopted as the date of the annual impairment test and the Company performed its first
impairment test on October 1, 2004. The 1mpa1rment test compares the fair value of reporting units to their
carrying amount, including goodwill, to assess whether impairment is present. Based on the most recent
impairment test conducted on October 1, 2005, the Company has concluded that there was no impairment of
goodwill as of that date. The Company will assess the 1mpa1rment of goodwill annually on October 1 or sooner
if other indicators of impairment arise. ‘ : ,

Impairment of Long—szed Asset§ — SFAS No 144 “Accounting for the Impairment or Disposal of
Long Lived Assets,” requires the review of the’ carrylng value of long- “lived assets when impairment. indicators
arise. The review of these long-lived asséts is based on factors including estimates of the future operating cash
flows of our business. Thése future estlmates are based on historical results, adjusted to reflect our best
estimates of future market and operating condmons Actual results may vary materrally from our estimates,
and accordingly may cause a full impairment of our long- 11ved assets.

Income Taxes — Recogmtlon of deferred tax assets and llabllmes is provided for the expected future tax
consequences of events that have already been recogmzed in the Company’s consolidated financial statements
or tax returns. Deferred tax assets and liabilities are determiried based on the differences between the financial
accounting and tax bases of assets and liabilities using enacted tax rates expécted to be in effect for the year in
which the differences are expected to réverse. Valuationi allowances are providéd agalnst ‘net deferred tax
assets when it is more likely than not that'such assets will’ not be reahzed

Taleo Contingent Accounts Receivable and Stajﬁng Suppllers Payable — The staffing suppher companies
that use Taleo Contingent to provide services.to ttie Company’s customers do so under agreements whereby
the Company is not obligated to pay the staffing suppliers unless payment is received by the Company from its
customer. Customers  of the Company rémit the full amount of the invoice for contingent labor to the
Company. The Company, after deducting .its service fee, then.remits payment to the staffing supplier.
Receivables under such agreements totaled $0.4 million and $0.3 million as of December 31, 2005 and 2004,
respectively. As of December 31,2005 and 2004, the Company was obligated to remit within five business
days approximately $0 and $0.2 million to staffing: supphers for amounts collected on their behalf. These
amounts are included in accounts payable. o : :
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. Allowance for Doubtful Accounts — The Company maintains an allowance for ‘doubtful accounts for
estimated losses resulting from the inability of customers to make required payments. This' allowance is
established using estimates formulated by the Company’s management based upon factors such as the
composition of the accounts receivable aging, historical bad debts, changes in payments patterns, customer
creditworthiness, and current economic “trends. Followmg is a summary of the activity in the allowance for
doubtful accounts:

2005 2004 2003

Balance, beginning of year .. .... ............ $150 §$ 50  $48
Provision charged to expense ........ ceee S 225 100 - 2
Write-offs charged against allowance ................. e (25) - .=
Balance, end of year .................... P Lo.o.on. 83500 8150 $50

Cash and Cash Equzvalems — The Company defines cash and cash equ1valents as cash and highly hqmd
investments with maturity of three months or less when purchased ‘

Resmczed Cash — The Company’s restricted cash balance of $2,046 at December 31, 2005 consists of
three certificates of deposit in the amounts of $143, $55, and $27 plus interest, and three highly liquid
investment accounts for $1,299, $508, and $14. The three certificates of deposit collateralize two letters of
credit issued to the Company’s landlords as security deposits. The certificates of deposit bear interest at rates
ranging from 1.75% to 3% and renew annually on July 4th, March 24th, and April Ist.- Balances in the
investment accounts have been designated for payment to the former stockholders of Recruitforce.com Inc.,
and are disbursed in accordarice with the terms of the purchase agreément. Interest earned on these accounts
is payable to the former stockholders of Recruitforce.com, Inc. (See Note 4). ‘

Concentration of Credit and Market Risk — Financial instruments that potentially subject the Company
to credit risk consist primarily of cash and cash equivalents, accounts receivable and debt. The Company
maintains substantially all of its cash in financial institutions that are believed to have earned the highest
possible credit ratings and represent minimal risk of loss of principal. The Company grants credit to customers
in the ordinary course of business and provides a reserve when necessary for potential credit losses. Such lossés
have been within management’s expectations and have been immaterial. The Company is not exposed to any
material credit concentration risk. A portion of the Company’s revenues and expenses are generated in
Canadian dollars as well as other foreign currencies and, as a result, the Company is exposed to market risks
from changes in foreign currency exchange rates. Certain debt of the Company is denommated in Canadian
dollars for which the Company is exposed to market risk. : ‘

Fair Value of Fmanczal Instruments — The carrying amounts of the Company s financial instruments,
which include cash and cash equivalents, short term marketable securities, restricted cash, accounts
receivable, accounts payable, and other accrued expenses, approximate their fair values due to their short
maturities. Based on borrowing rates currently available to the Company for loans-with similar terms, the
carrying value of capital lease obligations approximates fair value.

Foreign Currency Translation — The U.S. dollar is the reporting currency for all periods presented. The
financial information for entities outside the United States is measured using local currency as the functional
currency. Assets and liabilities are translated into U.S. dollars at the exchange rate in effect on the respective
balance sheet dates. Application revenues from service contracts. are translated into U.S. dollars at the
exchange rate in effect at the billing dates when revenue is deferred. Other income and expenses are translated
into U.S. dollars based on the average rate of exchange for the corresponding period. Exchange rate
differences resulting from- translation. adjustments. are accounted for as a component of accumulated
comprehensive income. Gains or losses, whether realized or unrealized, due to transactions in" foreign
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currencies are reflected in the consolidated statements of operations. Amounts included in the statements of
operations for exchange (losses) and gains were $(416), $65 and $(62) in 2005, 2004 and 2003, respectively.

Property and Equipment — Property and equipment are stated at cost, less accumulated depreciation.
Expenditures for maintenance and repairs are charged to operations. Depreciation is provided using the
straight-line method over the estimated useful lives of the related assets or, for leasehold improvements, the
shorter of lease term or useful life of the asset. The following table presents the estimated useful lives of the
Company’s property and equipment:

Computer hardware and software ............ 3 to 5 years
Furniture and equipment ................... S years
Leasehold improvements ................... shorter of lease term or useful life of asset

Investment Credits — The Company participates in a special government program in Quebec that
provides investment credits based upon qualifying research and development expenditures including capital
equipment purchases. The Company has participated in the program for six years, and management expects
that the Company will continue to be eligible to earn these investment credits through September 2008 when
the program is scheduled to end. The credits are estimated and recognized when the expenditures are made.
The credits earned are reported .as a reduction of related research and development expense, or as a deferred
cost of the acquired capital equipment, in the year incurred. During the years ended December 31, 2005, 2004
and 2003, approximately $2.1 million, $2.4 million. and $1.8 million, respectively, have been recorded as a
reduction of research and development expenses. There were no reimbursements associated with capital
equipment purchases for the years ended December 31, 2005, 2004 and 2003.

Advertising Expense — The cost of advertising is expensed as incurred. Advertising costs were approxi-
mately $0.5 million, $0.1 million, and $0.1 million for the years ended December 31, 2005, 2004 and 2003,
respectively.

Product and Software Development Costs — The Company accounts for software development costs
under the provisions of SFAS No. 86, “Accounting for the Costs of Computer Software to be Sold, Leased or
Otherwise Marketed.” Therefore, the Company capitalizes certain software development costs after techno-
logical feasibility of the product has been established. Such costs have been insignificant to date, and
accordingly, no costs were capitalized in 2005, 2004 or 2003.

Stock-Based Compensation — The Company accounts for employee and director stock option grants
using the intrinsic-value method in accordance with Accounting Principles Board (“APB”) Opinion No. 25,
“Accounting for Stock Issued to Employees,” which does not require the recognition of compensation expense
for options granted to employees and directors with exercise prices equal to the fair value of the common stock
at the date of grant.

On December 16, 2004, the FASB issued Statement of Financial Accounting Standards (“SFAS™)
No. 123R, “Share-Based Payment” that requires companies to expense the fair value of employee stock
options and similar awards. The effective date of SFAS 23R was subsequently amended by the Securities and
Exchange Commission and is effective for the Company January 1, 2006. The Statement requires entities to
recognize compensation cost for awards of equity instruments to employees based on the grant-date fair value
of those awards (with limited exceptions). The effect of this pronouncement on the Company’s resuits of
operations will be material. The Company is continuing to evaluate the effect that the adoption of SFAS 123R
will have on its financial position and results of operations. The Company expect that its adoption of
SFAS 123R will adversely affect its operating results to'some extent in future periods. However, uncertainties,
including the Company’s stock price volatility, estimated forfeitures and employee stock option exercise
behavior, make it difficult to determine whether the stock-based compensation expense that will be incurred in
future periods will be similar to the SFAS No. 123 pro forma expense disclosed below. The historic pro forma
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effect is disclosed below. For purposes of pro forma disclosures, the estimated fair value of options (as
determined using the Black-Scholes option-pricing model) is amortized to pro forma expense on a straight
line basis over the vesting period of the option. Had compensation expense from the Company’s plan been
determined consistent with SFAS No. 123 for employee stock awards, net loss would have been approximately
as follows at December 31 (in thousands, except per share data):

Year Ended December 31,

2005 2004 2003
Net loss attributable to common stockholders:
ASTEPOTIEd .. .. e $(5,479) $ (9,025) § (4,052)
Add: Employee stock-based compensation expense included
inreported met loss ........ ... .. oo, 13 246 104
Deduct: Stock-based compensation expense determined
under fair value based method for employee awards ... .. (3,438) (1,637) (1,379)
Pro-forma. ... ... ..o $(8,904) $(10,416) $ (5327)
Basic and diluted loss per share:
ASTEPOTEA ..ottt $ (1.19) $(161.16) $(162.08)
Pro forma.......ccooiiinii $ (1.93) $(186.01) $(213.08)

The weighted average fair value of options granted is estimated on the date of grant using the Black-
Scholes option-pricing model with the following weighted-average assumptions used for grants in the years
ended December 31, 2005, 2004 and 2003, respectively:

Year Ended December 31,

2005 2004 2003
Dividend yield ....... ... . ... i 0.0% 0.0% 0.0%
Expected volatility ........ .. ... ... o i 70.5 to 79% 68 to 79% 68%
Risk-free interest rate ... ..ot crnnniiinannns 31t0407% 272t03.10% 2.72%
Expected life (inyears) ........... ... ... ... ..., 4 4t05 5
Weighted average exercise price of options granted. .. ... - $13.58 - 16.25 3.00
Weighted average fair value of option granted.......... $7.81 $8.22 $1.75

The Company has accounted for forfeitures under SFAS No. 123 as they occurred.

Stock options granted to non-employees are accounted for in accordance with SFAS No. 123 and EITF
No. 96-18, “Accounting for Equity Instruments That Are Issued to Other Than Employees for Acquiring, or
in Conjunction with Selling, Goods or Services,” which generally requires the value of the options to be
periodically remeasured and charged to expense as they are earned over the performance period. The fair value
of the options is determined using the Black-Scholes model or the fair value of the services, whichever is more
readily determinable.

Comprehensive Income (Loss) — Comprehensive income (loss) includes charges and credits to equity that
are not the result of transactions with stockholders. Included in other comprehensive income or loss are the
cumulative translation adjustments related to the net assets of the operations of the Company’s foreign
subsidiaries. These adjustments are accumulated within the consolidated statements of stockholders’ equity
under the caption “Accumulated other comprehensive income.” Comprehensive loss for the years ended
December 31, 2005, 2004 and 2003, was approximately $2.2 million, $5.9 million and $0.8 million, respectively.
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4. Business Combinations
Acquisition of Recruitforce.com, Inc.

‘ On March 10, 2005 the Company acquired Recruitforée.com (“Recruitforce”), a California corporation,
which provides an internet-based hiring management system to small and medium-sized businesses. The
Company believes that Recruitforce’s product is complementary to its ex1stmg product oﬁerrngs and that the
acquisition will expand the Company’s customer reach,

The Company acquired 100% of the outstanding stock of Recruitforce for approximately .$3.9 million in
cash, including acquisition related costs. The payment terms for the acquisition were $1.0 million at the date
of acquisition with the balance paid 90 days after that date, subject fo customary escrow provisions. As a result
of the acquisition and the allocation of the purchase price, intangible assets of approximately $3.8 million were

-recorded as identified in the table below. Goodwill of $3.1 million relates to product synergies and value
associated with being able to leverage the sales capability of the Company’s sales team to (i) market the
acquired product lines and (ii) target the Recruitforce market segment. During the twelve months ended
December 31, 2005, the Company did 'not record any in- process research and development charges in
connection with the acquisition. S

_The following table summarizes the_fair value‘s of the Recruit_foree assefs acquired and the 1iabi1ities
assumed at the date of acquisition. :

Description : . : ‘ . Amount  Assigned Life
Goodwill ...................... U PR $3,051 —
Existing technology ....,....... S [P L 623 5 years
. Customer relationships................ e e e uiee 93 5 years
| ’ : 13,767
Cash acquired . ...........ccoveiiiiin.., U [ 51
Other assets. ..................... e i e o222
Liabilities assumed . .. ... . e e (136)
Total purchase price. . ............. ... ..., e $3,904

The excess of the purchase price over the fair value of the identifiable net aesets acquired of
approximately $3.1 million was allocated to goodwill. The amount paid for goodwﬂl is not deductible for tax
purposes. )

The Company has not presented pro forma financial statements for this acquisition, as the pre-acquisition
operations of Recruitforce were immaterial. Concurrent with the acquisition, the Company entered into .
employment and noncompetition agreements with two selling shareholders of Recruitforce. Each employment
agreement covers a period of two years with payments made annually on the anniversary of the effective date
of the agreement.. Total compensation associated with these agreements approximates $1.4 million and
includes forfeiture rights should either agreement be terminated due to cause or without good reason (as
defined in the employment agreement). The Company is recordmg compensation expense ratably over the
terms of the agreements. The Company recognized compensation expense of $458 for the twelve months
ended December 31, 2005 under the agreements. Recruitforce’s results have been included in the Company’s
Consolidated Statement of Operations beginning on the date of acquisition forward.

Acquisition of White Amber, Inc.

On October 21, 2003, the Company acquired White Amber, Inc., an apphcanon service provider of a
solution used to manage the procurement and processing of temporary staff. This acquisition was made to
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augment the Company’s existing solutions for permanent employees with a complementary solution for the
procurement and management of contingent workers. The operating results of White Amber are included in
the consolidated statement of operations from the acquisition date. The purchase price totaled $6.6 million,
which consisted 0f 10,624,723 shares, excluding additional shares issuable or contingently issuable, of Series D
Convertible Preferred Stock (representing 1,770,779 shares of Class A.Common Stock on an as-converted -
basis) -valued at $5.8 million, warrants assumed and stock options issued valued at $0.5 million, and cash
related acquisition costs of $0.3 million.

Under the terms of the acquisition of White Amber, additional shares could become issuable as
consideration for the acquisition in two circumstances, The first circumstance related to 1,393,792 shares of
Series D Preferred Stock that would have been issued if the revenue derived from a specific customer achieved
defined minimum levels during the three-month penod ended August 31, 2004. This condition was not met
and these shares were not be issued. :

Thc second circumstance relates to forfeitures of stock options under the White Amber Stock Optron
Plan (see Note 11). The Company reserved 206,487 shares of Class A Common Stock, after conversion from
Series D Preferred Stock, for issuance to employees of White Amber. To the extent that employees forfeited
these options for any reason prior to October 2006, the reserved Series D Preferred Shares underlying the
forfeited options would be issued to former shareholders of White Amber. Following the Company’s IPO the
optrons under this plan will be settled with Class A Common Stock of the Company. : ’

At December 31, 2005, there was a maximum of 205,296 Class A Common Shares issuable under this
provision. During the twelve months ended December 31, 2005, 1,569 Class A Common Shares became
issuable as a result of forfeitures, resulting in a total of 24,645 shares issuable as a result of forfeitures from the
date of acquisition to December 31, 2005. Such shares were issued in March 2006. The additional shares
issued under this provision to the selling White Amber stockholders increase the purchase price and are
classified as additional goodwill as such shares are issued.

The following table summarizes the fair values of the White Amber assets acquired and the liabilities
assumed at the date of acquisition.

Description _ Amount Life

Purchased in-process research and development ........... ... ... ... ... $ 150

Goodwill, .. ..o T e AR 2896 —

Existing technology . . ... o vvereieeeneiein R 1,688 3 years

Customer relationships ......... ... .. RERRRERS 874 3 years
| ' ‘ . 5,608

Cash acquired .........oovveiveeeiennn, e DT o 3,389

Other.assets .. ... .. ovivi ... R e PR 2,201

Liabilities assumed ............... R (4,552)

Total purchase price ...... ... e F SRR $ 6,646

The amormt paid for goodwill is not deductible for tax pUrpo'ses.

The allocation of purchase price was based on estimates of the fair valie' of the net assets acquited. The
fair market value of significant intangible assets acquired was determined by management. In determining the
purchase price allocation to-intangibles, the Company considered the present value calculation of income;, an
analysis of project accomplishments and remaining outstandmg items and an assessment of overall contribu-
tions, as well as project risks. :
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The value assigned to purchased in-process technology was determined using an income approach by
estimating the costs to develop the acquired technologies into.commercially viable products, estimating the
resulting net cash flows from the projects and discounting the net cash flows to their present values. The
revenue projections used to value the in-process research and development were based on estimates of relevant
market sizes and growth factors, expected trends in technology, and the nature and expected timing of new
product introductions by the Company and its competitors. The resulting net cash flows from the projects are
based on estimates of cost of sales, operating expenses and income taxes from the projects. The rates utilized
to discount the net cash flows to their present value were based on estimated costs of capital. Due to the nature
of the forecasts and the risks associated with the projected growth and profitability of the development
projects, a discount rate of 25% was considered appropriate for the in-process research and development. Risks
related to the completion of technology under development include the inherent difficulties and uncertainties
in achieving technological feasibility, anticipated levels of market acceptance and penetration, market growth
rates and risks related to the effect of potential changes in future target markets. The estimated cost to
complete the in-process technology projects was $320 and the projects were completed in February 2004.
During 2004, goodwill recorded in connection with the acquisition was reduced by $109 due to management’s
finalization of the valuations of the net assets acquired. During 2005, goodwill recorded in connection with the
acquisition was increased by $68 due to the fair value of contingent shares issuable pursuant to the Company’s
initial public offering discussed above. ‘

5. Intangible Assets and Goodwill

The Company has recorded the following balances for acquired intangible assets and goodwill as at
December 31, 2005 and December 31, 2004,

A summary of acquired intangible assets is as follows:

As of December 31, As of December 31,
2005 2004
Weighted Average  Gross Gross
Period of Carrying  Accumulated Carrying Accumulated

Amortization Amount Amortization Amount  Amortization
' (In thousands)

Identifiable intangible assets: :
Existing technology ............ 3.5 years $2,311  $(1,335) $1,688 $§ (672)

Customer relationships ......... 3.2 years 967 (654) 874 {347)
Subtotal ........... ... ..., , 3,278 (1,989) 2,562 (1,019)
Goodwill ..................... — 5,947 — 2,828 —
Total ........ .. ... L. $9,225 - $(1,989) $5390  $(1,019)

During the fiscal year ended December 31, 2005, the Company’s goodwill increased as a result of its
acquisition of Recruitforce.com, Inc. and as a result of contingent shares becoming issuable in connection with
the acquisition of White Amber. See Note 4 above for additional information regarding our acquisition of
Recruitforce.com, Inc. and White Amber. There wcré no other changes to the carrying amount of goodwill
due to acquisitions or impairment. ‘
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Amortization expense for intangible assets was $969, $854 and $165 for 2005, 2004 and 2003,
respectively. The estimated amortization expense for intangible assets for the five succeeding fiscal years is as
follows: : :

. (In thousands)
Estimated Amortization Expense:

2006 o $834
2007 o e 143
2008 L 143
200 . 143
2000 oo 26

6. Property and Equipment

Property and equipment consists of the following at December 31:

. . 2005 2004
Computer hardware and software. . .. .. PO _ $12,687 $13,442
Furniture and eqUIPIMISNT. . . .ot 2,324 1,830
Leasehold improvements. ......... ... .. .. L e 1,206 1,070
16,217 16,342
Less accumulated depreciation and amortization. ......... ... ... ... .. .. (9,088)  (9,441)
TOtAl .« oottt e e $ 7,129 § 6,901

Property and equipment included capital leases totaling $1,003 and $952 at December 31, 2005 and 2004,
respectively. All of the capital leases are included in computer hardware and software. Accumulated
amortization relating to property and equipment under capital leases totaled $536 and $199, respectively, at
December 31, 2005 and 2004. Depreciation and amortization expense, including amortization of assets under
capital leases, was $3,883, $3,533 and $3,038 for the years ended December 31, 2005, 2004 and 2003
respectively.

7. Other Assets

Other assets consists of the following (in thousands):

2005 2004
Deferred costs relating to initial public offering of common stock . ............ $ — $1,974
O Lo 283 428

$283  $2,402

Deferred costs related to initial public offering were offset against net proceeds received by the Company
upon completing the offering as described in Note 11 — Common Stock.
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8. Accounts Payable and Accrued Liabilities

Accounts payable and accrued expenses consists of the following (in thousands):

_ 2005 2004
Accrued compenéation .................. _‘ ...... e $ 5205 $3,838
Accounts payable ............. ... ... e . 3,698 1,768
Payable to staffing suppliers . ............. PP — 159
Other ..o e 4160 3,972

$13,063  $9,737

9. Debt R.(.e‘ﬁnanc’i‘ng

The Company had historically maintained a financing arrangement with National Bank of Canada. This
agreement had been in place since 1999, as renewed and amended. The Company repaid all amounts owed to
National Bank of Canada on April 25, 2005, and the Company entered into a new loan arrangement with
Goldman Sachs Specialty Lending Group, L.P. (“Goldman Sachs™).

Under the term loan with Goldman Sachs, Wthh closed on April 23, 2005 the Company received net
proceeds of approximately $19.3 million, and had gross debt outstanding of $20.0 million, the difference being
debt issuance costs that were to be amortized to interest expense over the life of the term loan. The term loan
earned interest at LIBOR plus 6.0% and interest payments were due monthly. Mandatory earlier payment of
the loan was provided for under certain circumstances including the issuance of equity securities. Additionally,
the term loan may have been voluntarily prepaid by the Company; if prepaid, certain premiums were required
to be paid in addition to the repayment of the principal The term loan was collateralized by a substantial
majority of the Company’s assets, including the intellectual property. The Comr ; wa subject to certain
covenants in order to mamtam this term loan. '

¥
i

Following completion of its initial public offering, on October 3, 2005 the Company repaid the amounts
due under the Goldman Sachs term loafi. As a result of the loan repayment, the unamortized portion of the
deferred financing costs of $695 was recorded as an, extinguishment charge in the fourth quarter of 2005. The
total extinguishment charge amounts to $2.3 mi hon The payment of principal and penaltxes related to early
extinguishment is summarized as follows:

Principal ... ............ e O R 3 KX 0140

Prepayment penalty ........... ... . ... ... L RIS 950
Yield maintenance penalty. ............ ... ..., e e L 620
Total o oo e . S .. $20,570

The Company concluded that mandatory earlier repayment (put option) of the loan triggered upon the
completion of its. IPO represented an embedded d“‘erivat'jv'e instrument as, defined by FASB Statement
No. 133, Accounting for Derivative Instruments and Hedging Activities (“FAS 133”) and needed to be
accounted for separately. The Company valued the put.option by measuring its theoretical maximum value,
measured as the sum of the prepayment penalty and the yield maintenance penalty on the valuation date, and
then adjusted the value based an assigned probability to reflect the conditionality of the option. The Company
determined that the fair value of the derivative on the date of the issuance and at June 30, 2005 was not
material. As of September 30, 2005, the Company detérmined that there had been an increase in the value of
the derivative to $1.570 million based on the exercise of the option following the initial public offering of the
Company’s common stock on NASDAQ in September 2005. The increase in the value of the derivative was
reflected in interest expense for the quarter ended September 30, 2003.
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10. Preferred Stock
At December 31, 2005 and 2004, preferred stock consisted of {dollars in thousands):.

" 2005 2004

Issued and  Liquidation Issued and  Liguidation
Authorized Qutstanding  Preference Authorized Qutstanding  Preference
Series A Convertible .. .. — — — 6,350,400 — 5 -
Series B Convertible ... . — — —  7,132441 7,132,441 10,000

Series C Redeemable o ‘
'Convertible .......... — — — 52,112,931 52,112,931 33,619
Series D Convertible . ... — — — 13,937,924 10,624,723 6,342

79,533,696 69,870,095 $49,961

In conjunction with the initial public offering of common stock of the Company (see Note.11),
69,877,241 outstanding shares of preferred stock, plus 4,136,489 shares issuable under antidilution provisions
converted into 12,335,598 shares of Class A Common Stock as a result of the IPO. Also upon completion of
the IPO, the Company issued 841,124 shares of Class A common stock in lieu of payment on a portion of
accrued dividends on outstanding preferred stock, based on the initial public offering price of $14.00 share.
The amount paid in cash for accrued d1v1dends was $223 relatmg to certain Series D prcferred shares.

Prior to the conversion of the Preferred Stock into Class A Common Stock of the Company, the nghts
and preferences of the Preferred Stock were as follows: ; - .

Voting — Holders of the Preferred Stock were entitled to one vote for each share of Preferred Stock
held. The holders of the Preferred Stock had protective provisions that requiré majority or two-thirds
approval for certain corporate actions, including changing the rights and privileges of the Preferred Stock
Upon the conversion of the Preferred Stock, the protective provisions were eliminated.

Conversion — At the option of the holder, each share of Preferred Stock was convertible into
‘Class A Common Stock at a rate equal to the issuance price (CAD $0.31 per share for Series A
Preferred Stock, $1.40 per share for the Series B Preferred Stock, ‘and $0.49 per share for each of the
Series C Preferred Stock and Series D Preferred Stock) divided by thé conversion ratio then in effect. In
addition, all accrued dividends could be converted into either cash or shares of Class A Common Stock at
the option of the holder based on the fair market value on the date of conversion as determined by the
Company’s Board of Directors.

Immediately following the completion of the Company’s initial public offering o October 4, 2005,
all of the Company’s preferred stock was converted into Class A Common Stock.

Dividends — The holders of the Series A Preferred Stock had non-cumulative dividend rights equal
to ‘that of the common stockholders. The holders of the Series B Preferred Stock were entitled to a
dividend equal to 6.95% per year, when and if declared by the Board of Directors. Such rights were non-
cumulative. The holders of the Series C Preferred Stock and Series D Preferred Stock were entitled to a
dividend equal to 8.00% per year compounded annually. The right to such dividends on the Series C
Preferred Stock and the Series D Preferred Stock were cumulative and accrued whether or not declared
by the Board of Directors. These dividends were paid out in cash and in Class A Common Stock upon the
completion of our 1n1t1al public offering.

~ Ligquidation — The claims of the holders of the Series A Preferred Stock were subject to the prior
liquidation rights of the Series B Preferred Stock, the Series C Preferred Stock, and the Series D
Preferred Stock and the claims of the holders of the Series B Preferred Stock were subject to the prior
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* liquidation rights of the Series ‘C Preferred Stock and the Series D Preferred Stock. These liquidation
rights' were. eliminated upon the. conversion of Preferred Stock into Class A-Common Stock.

Redempiion — Subsequent to December 31, 2004, the Company’s certificate of incorporation was
..amended such that the redemption dates were-changed. Under the revised certificate of incorporation, at
the election.of the holders of the Series C Preferred Stock, the Company was obligated to redeem shares
in three equal annual installments beginning on October 25, 2008 and ending on October 25, 2010 at a
redemption price equal to $0.49 per share plus accrued and unpaid dividends on the shares redeemed.
The Series A Preferred Stock, Series B Preferred Stock and Series D Preferred Stock had no redemption
rights except in a change in control, liquidation, or dissolution of the Company. These redemption rights
were ehmmated upon ‘the conversion of Preferred Stock into Class A Comrnon Stock.

, Inveszar Rzghts — The. holders of the Preferred Stock and common stock are subject to an investor
nghts agreement dated October 21, 2003 (the “Investor Rights Agreement”). The terms of the Investor
Rights Agreement prov1de the stockholders who previously held our preferred stock with certain rights in
regard to those .shares, including registration rights, demand registration rights, piggy-back registration
rights, transfer restrictions, rights of first refusal on Company issuances and restricted share transactions,
co-sale or drag-along rights, and other investor rights and obligations, as described in the Investor Rights

- Agreement. The registration rights set forth in'the Investor Rights Agreement continue beyond our initial
public offering; but the majority of the other rights described above terminated uwpon the conclusion of our
initial public offering..

Preferved Stock Warrants

Following the Company’s initial public offering, all outstanding preferred stock warrants converted into
warrants to acqulre Class A Common Stock of the Company.- These amounts are discussed in Note 11 —
. Common Stock. - e

11. Common Stock

" On. October 4, 2005, the Company completed its initial public offering of 6,700,000 shares of common
tock at a price of $14.00 per share The Company sold 5,360,000 shares and certain stockholders of the
Company sold 1,340,000 shares in "this offering. Upon the closing of the offermg, the Company received net
proceeds, after deductmg underwriting discounts and commissions of $69.8 million. After deducting $3.9 mil-
lion of other costs incurred in connection with the offerlng, the net proceeds were approximately $65.9 million.
Simultaneous with the completion of the IPO, 69,877,241 outstanding shares of preferred stock plus
4,136,489 shares issuable under  Series B Preferred Stock antidilution provisions converted into
12,335,598 shares of Class A Common Stock. Also upon completion of the IPO, the Company issued
841,124 shares of Class A common stock in lieu of payment of accreted dividends on the outstanding preferred
stock based-on the initial public offering price of $14.00 share. The amount paid in cash for dividends was
$223. ‘ - ;

'

~ Class A Common Stock 4

' Holders of the Class A Common Stock are entftled to one vote for each share of Class A Common Stock

held. ' 1 ' '
Class B Common Sto‘ck"dnd‘Exch‘angéable Shares )

In November 1999, .the Company entered irlto an exchangeable share transaction with 9090-3415
Quebec Inc., formerly known as Viasite. Inc., a corpor‘ation organized under the laws of Quebec, Canada.-In
connection with this transaction, the Company received 1,000 Class A common shares of 9090-5415
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Quebec Inc for nominal cash consideration. The remaining shares of 90_90—5415 Quebec Inc. consist of two
classes of non-voting exchangeable shares and one class of preferred voting stares which, although originally
issued, were cancelled in January 2000.

The first class consists of 17,879,362 Class A Preferred’ Exchangeable ‘Shares (“Common Exchange-
ables”) entitling the holder to exchange each share for one sixth of a share of the Company’s Class A
Common Stock. The second class consists of 6,350,400 Class B Preferred Exchangeable Shares (“Preferred
Exchangeables™) that entitled the holder to exchange each share for one sixth of 4 share of the Company s
Series A Preferred Shares. : ~

As a result of the closing of the company’s initial public offering of its Class A Common Stock, the
Preferred Exchangeables now entitle the holders of these shares to exchange each share for one sixth of a
share of the Company’s Class A Common Stock directly In addition, holders of all classes of exchangeable
shares are party to an agreement which entitles them to the economic equivalent of dividends declared on
Class A Common Stock without requiring them to actually cxchange their shares. However until the time that
such shares are exchanged for the Company’s Class A common stock, amounts assomated with the Preferred
Exchangeables will be classified outside of stockholders equity. :

The holders of exchangeable shares also hold Class B Common Stock of the Company. The holders of
Class B Common Stock are entitled to one vote for each share of Class B Common Stock held and vote as a
single class with Class A Common Stock. The Class B Common Stock is redeemable for $0.00001 per share
at the time that either the Common Exchangeables or Preferred Exchangeables are exchanged for Class A
Common Stock. The redemption feature ensures that holders of exchangeable shares do not get double voting
rights following an exchange of their shares, once by virtue of holding class B common shares and once by
virtue of holding class A common shares.

Class B Common Stock was created in order to allow holders of exchangeable shares the ability to vote as .
‘f they had exchanged their exchangeable shares without having to exchange such shares. Holders of Class B
Common Stock are not entitled to any substantive rights, economic or otherwise, as a result of their ownership
of Class B Common Stock without consideration of the exchangeable shares of 9090-5415 Quebec, Inc. The
holders of all classes of exchangeable shares may elect, or the Company may require them, to exchange their
-exchangeable shares. If all classes of exchangeable shares were exchanged, it would result in the issuance of
4,038,287 shares of the Company’s Class A Common Stock and the redeniption of 4,038,287 shares of the
Company’s Class B Commdn Stock. No exchangeable shares were exchanged in 2005 or prior years.

Class A Common Stock Warrants

In January 2000, the Company entered into a professional services agreement for marketing services with an
affiliate of a stockholder. The service provider was ‘also affiliated with a member of the Company’s Board: of
Directors. In consideration of this services agreement, the Company granted a warrant to purchase 481,921 shares
of Class A Common Stock at an exercise price equal to $3.66 per share. The service agreement had a term of one
year, and the warrant is fully vested and was initially exercisable at any time from the date of grant through the
earlier of (a) January 25, 2005 or (b) a closing of an initial public offering of the Company’s common stock. The .
fair value of the warrant, estimated to be $2.8 million, was charged to marketing expense during.the year ended
December 31, 2000. In connection with the settlement of certain litigation in November 2004, the Company
agreed to modify the terms of this warrant, by extending the warrant’s expiration date to January 25, 2007. The
modification of this warrant resulted in the Company recording a charge of approximately $0.2 million, based on
the fair value of the modified warrant as compared to the original warrant terms. In determining the fair values
under the Black-Scholes method the company used an expected life of 2.25 years; stock volatility of 68%; a risk-
free interest rate of 2.72%; and no dividend payments during the expected term. This warrant remains outstanding
as of December 31, 2005. : ‘
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In November 2001, the Company granted a fully vested warrant to purchase 2,583 shares of Class A
Common Stock at an exercise price equal to $3.00 per share in consideration of past services provided by a
consultant. The warrant is exercisable at any time from the grant date through the earlier of (a) November 20,
2006, (b) a closing of an initial public offering of the Company’s common stock or (¢) a change of control of
the Company. The fair value of the warrant at the date of issue, estimated to be $6, was charged to selling and
marketing expense during the year ended December 31, 2001. The fair value of the warrants was based on the
fair market value of the services rendered to the Company This warrant was exercised during the year ended
December 31, 2005.

In March 2005, the Company granted a fully vested warrant to purchase 41,667 shares of Class A
Common Stock at an exercise price equal to $13.50 per share in consideration of recruitment services provided
by an external agency. The warrant is exercisable at any time from the grant date through the earlier of
(a) March 14, 2010 or (b) a change of control of the Company. The fair value of the warrant at the date of
issue, estimated to be $366, was charged to general and administrative expense during the year ended
December 31, 2005. The value of the warrant was calculated using the Black-Scholes method with the
following weighted-average assumptions: expected life of 5 years; stock volatility of 79%; risk-free interest rate
of 3.1%; and no dividend payments during the expected term. This warrant remains outstanding as of
December 31, 2005.

In connection with the acquisition of White Amber, the Company assumed warrants previously issued by
White Amber that enabled two existing White Amber warrant holders to purchase 680,472 shares of Series D
Preferred Stock at an exercise price equal t0 $1.23 per share. Concurrent with the initial public offering of the
Company, these were converted into warrants to acquire 113,411 Class A Common Stock at an exercise price
equal to $7.38. These warrants are fully exercisablé. The fair value of these warrants at the time of acquisition
was $0.3 million; this amount was included in the purchase price of White Amber (Note 4). The Company’s
calculations were made using the Black-Scholes method with the following weighted-average assumptions:
expected life of 7.87 years; stock volatility of 72%; risk-free interest rate of 3.6%; and no dividend payments
during the expected term.

One of these holders holds a series of warrants for a total of 97,996 shares of Class A Common Stock.
These warrants have a life equal to the lesser of (a) 10 years from the original date of issuance, or (b) a three
to five year period from the effective date of an initial public offering of the Company. Given that the
Company completed an initial public offering with an effective date of October 4, 2005, these warrants will
expire as follows: 3,334 expire three years from that date, while the remaining 94,662 shares expire five years
from that date. ‘,

The other holder holds a warrant for the purchase of 15,415 shares of Class A Common Stock that has a
life equal to the lesser of (a) seven years from its original date of issuance, or (b) five years from the effective
date of an initial public offering of the Company. The warrant will expire in 2010.

Class A Common Stock Option Plans

As of December 31, 2005, the Company has reserved 4,851,508 shares of authorized but unissued
Class A Common Stock for issuance under four stock option plans. Of these shares, 4,451,508 shares were
authorized under the three plans approved by the Board of Directors in 1999 and 2004. In addition,
400,000 shares were authorized by the Board of Directors in August 2005 under a new stock option plan.
Options to purchase Class A common stock may be granted to employees, directors, and certain consultants.
Options are subject to the vesting provisions associated with each grant, generally vesting one-fourth on the
first anniversary of the grant and ratably thereafter for the following 36 months.

At December 31, 2005, 637,882 shares were available for future grants under all four plans.
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The following table presents a summary of the Class A Common Stock option activity since Decem-
ber 31, 2002, and related information:

Number of Weighted-Average

‘ Options Exercise Price
Outstanding —— December 31, 2002.0........ ... .. ........... 2,060,046 3.01
Granted .................. e 571,308 3.00
Exercised . ... (22,184) 1.31
Forfeited . ... ... e (136,495) 2.89
Outstanding — December 31, 2003.............. e 2,472,675 3.02
Granted ... ... .. . . e N 697,256 16.25
Exercised ................... PP (30,120) 3.55
Forfeited . ............. ... ... . .. e e (114,871) 6.20
Outstanding — December 31, 2004. .. ...... ... ... ..ol 3,024,940 . $ 595
Granted ... .. 1,634,942 13.58
Exercised .. ... ... (148,351) 3.30
Forfeited................... e (297,905) 9.09
Outstanding — December 31, 2005.. .. .. [ 4,213,626 $ 8.78

The Company has granted stock options to employees during 2005, 2004 and 2003 at exercise prices
greater than or equal to the fair value of the Class A Common Stock at the time of grant. Prior to the
Company’s initial public offering, the fair value of the Class A Common Stock has been determined by the
Board of Directors of the Company at each stock option measurement date based on a variety of different
factors including the Company’s financial position and historical financial performance, the status of
technological developments within the Company, the composition and ability of the current engineering and
management team, an evaluation and benchmark of the Company’s competition, the current climate in the
marketplace, arms length sales of the Company’s capital stock (including convertible preferred stock), the
effect of the rights and preferences of the preferred stockholders, and the prospects of a liquidity event, among
others. Subsequent to our initial public offering, the Board of Directors of the Company authorized grants of
stock options with an exercise price per share equivalent to the quoted market price the Company’s publicly
traded common stock on the date of each grant.

During 2001 and 2003, the Company awarded stock options to purchase 2,000 and 27,332 shares,
respectively, of Class A Common Stock to certain of its consultants. The stock options have an exercise price
of $3.00 per share and ten-year terms from their issue dates. The options issued in 2001 were subject to a
vesting period of three years and were fully vested in January 2004, the options issued in 2003 are subject to a
vesting period of four years. Of the options issued in 2003, 25,666 have expired or been exercised in 2004;
1,666 remain outstanding as of December 31, 2005 and will be fully vested by February 2007. The awards are
being accounted for in accordance with EITF 96-18 “Accounting for Equity Instruments That Are Issued to
Other Than Employees for Acquiring or In Conjunction with Selling, Goods or Services.” The amount
charged to expense was $6, $93 and $10 for the years ended December 31, 2005, 2004 and 2003 respectively.
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The followmg table summanzes stock opnons outstandmg at December 31, 2005:°
’ " o ‘ Welghted Average

e, ' o v <, Number of Remaining Number of
: Options Contractual Life Options

Exercise Price s Outstanding (Years) Exercisable
$0.02 L. 29400 . . 28 . 29,400
0.60 ..., B 147,000 32 147,000
126 .o e 1,998 . 33 1,998
192 o SR S 44,326 3.7 44,326
3.00 ...... e e . I 1,554,246 " 5.6 1,466,842
384 e 118,469 38 118,469
570 ... LU Ll 147,475 4.5 147,475
1200 oo e 90,363 + - 98 - —
1350 .......... e e 1,159,375 9.2 78,708
1375 ... e e TR 143,330 10.0 ‘ —
14.00 ....... e Co...... 458683 9.7 1,527
18.00 ... e R 318,961 83 . 158,751
December 31, 2005 ......... SR el ... 4213626 7.3 2,194,496
December 31,2004 .. ... ... U 3,024,940 ‘ 2,065,844

The number of optlons exercisable at the dates presented below and their we1ghted average exercise pnce
were as follows:

; ‘ Options Weighted-Average

‘ ‘ ~ Exercisable Exercise Price
December 31,2005 ....... SO S weigee 2194496 $4.47
December 31,2004 ............. PR L I ©2,065844 . $3.16

White Amber Stock Option Plan

In addition to the above, the Company has reserved 205,296 shares of authorized but unissued Class A
common stock for issuance under a stock option plan (the “White Amber Option Plan™) that was approved by
the Board of Directors in 2003, in connection with the acquisition of White Amber (Note 4). Options to
purchase 206,487 shares at $0.78 per share were issued under the White Amber Option Plan in 2003. The fair
value of these options was determined to be_approximately $0.6 million utilizing the Black-Scholes Option
Pricing Model, $0.2 million of Wh]Ch was, recorded as part of the purchase price of White Amber and the
~ balance of $0:4 million was recorded as deferred stock-based compensation to be amortized over the respective
vesting period of the awards. No further issuances ay be made from this plan. Optlons under the White
Amber Option Plan have a ten-year life, w1_th 7.81 years remaining life as of December 31, 2005. '
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Options under the White Amber Stock Option Plan are subject to the vesting provisions associated with
each grant, and generally calls for 25% vesting upon issuance, with future vesting over defined periods for the
remaining shares. The following schedule summarizes the activity relating to the White Amber Option Plan:

o Number of  Weighted-Average

7 - Options Exercise Price
Outstanding — December 31,2002 ............................ — $ —
Aésumed on acquisition of Whjte Amber . ... ... 206,487 _0.78
Outstanding — December 31, 2003 .. ... . ...0ooeeiineeen.. .. 206,487 0.78
Granted ....................., e — —
Exercised...... R — —
Forfeited . ... ..o (23,076) _0.78
Outstanding — December 31, 2004 183,411 0.78
Granted ..................... AR PPN — —
Exercised................ e et C(1,191) 0.78
Forfeited .................... S (1,569) 078
Outstanding — December 31, 2005 ... ... ..... ... ... .. ... ..... 180,651 $0.78

The number of options exercisable at the dates presented below and their weighted average exercise price -
were as follows: .
Options Weighted-Average

) . _ Exercisable Exercise Price
December 31, 2005 ... . 171,857 $0.78
December 31, 2004 . .. ... 167,814 $0.78

Based on the forfeiture of certain of the White Amber plan options, additional shares will be issued under
the terms of the acquisition agreement of White Amber. See Note 4 for further dlscussmn of these shares that
are issuable as of December 31, 2005.

Employee Stock Purchase Plan

As of December 31, 2005, the Company has reserved 500,000 shares of Class A Common Stock for
issuance under its 2004 Employee Stock Purchase Plan. The Employee Stock Purchase Plan has been
approved by the Company’s board of directors and stockholders, but no shares have been issued pursuant to
the plan. Under the Employee Stock Purchase Plan, the Company can grant stock purchase rights to all
eligible employees during 6 month offering perlods with purchase dates at the end of each offering period
(periods are anticipated to begin each May and November). Shares will be purchased through employees’
payroll deductions, up to a maximum of 10% of employees’ compensation, at purchase prices equal to 85% of
the lesser of the fair market value of the Company’s common stock at either the date of the employee’s
entrance to the offering period or the purchase date. No participant may purchase more than 10,000 shares per
offering or $25 worth of common stock in any one calendar year.
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Reserved Shares of Common Stock

The Company has reserved the following number of shares of Class A Common Stock as of
December 31, 2005 for the exchange of Exchangeable Shares and exercise of stock options and warrants:

Exchange of Exchangeable Shares and redemption of Class B Common Stock ... .. 4,038,287
Class A Common Stock Option Plans .......... ... ... ... ... . ... . oo .. 4,851,508
White Amber Stock Option Plan. ... ... . . i 205,296
Employee Stock Purchase Plan ...... ... . ... .. .. . . . 500,000
Warrants . ... ..o o 637,000

' 10,232,091

12. Related-Party Transactions

In addition to related-party transactions described in Note 11, the Company entered into the following
related-party transactions:

The Company paid approximately $1.8 million, $0.4 million and $0.3 million, during the years ended
December 31, 2005, 2004 and 2003, respectively, for professional services provided by a law firm in which one
of the members of the Company’s Board of Directors is a member of the firm. Amounts payable to this related
party were $0.6 million and $0.9 million as at December 31, 2005 and 2004, respectively.

During 2003, the Company paid $43 to an individual for consulting services. Subsequent to these services
being provided this individual became a member of the Board of Directors of the Company.

13. Income Taxes

The Company recorded an income tax provision of $4 for the year ended December 31, 2005, an income
tax benefit of $(11) for the year ended December 31, 2004, and an income tax provision of $89 for the year
ended December 31, 2003. Included in the 2003’ income tax provision was approximately $54 related to
income taxes in the state of California as there were no operating loss carry forwards available to offset the
2003 income and $35 in U.S. Federal alternative niinimum tax, which may be credited against future federal
income tax liabilities. The Company has determined that it is more likely than not that the alternative
minimum tax credit will not be realized.

The domestic and foreign components of (loss) income before provision for income taxes were as follows
(in thousands):

Year Ended December 31,

2005 2004 2003
DOmEStic . ..ot e $(5,120) $(3,543) § 1,404
Forelgn . ... e 2,629 (2,194)  (2,623)

$(2,491) $(5,737) $(1,219)
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The provision for income taxes is as follows: (in thousands)
Year Ended December 31,
2005 2004 2003

Current
Federal ..o e = - § 35
S .o — (9) 54
Foreign) L. 4 (2) —
Total ..o $4 8$(11) $ 89

Deferred |
Federal ... . e $— $— §$ —
AT .o — — —
Foreign ... = — —
Total . $— $§— § —

Total provision (benefit) for income taxes............. ... ..., g $(11) 89

(1) Net of $1,062 tax benefit of foreign operating losses and other carryforwards in 2005.

The reconciliation of income tax computed at statutory rates to the effective rate is as follows:
2005 2004 2003

Federal tax at statutory rate . ....... ... it (34)% (34)% (34)%
State income taxes, Net . ..o\ttt e e (8 4 (&
Foreign tax rate differential .......... . ... . i i 3y — —
Permanent fteIms . . ..ottt e e 11 3 12
Change in valuation allowance ............ ... .. . i 34 35 21
=% =% ()%

The components of the Company’s deferred tax assets and liabilities are as follows (in thousands):

2005 2004
Deferred tax assets:
Tax loss carry forwards ... ... $ 14,104 $ 12,732
Reserves and aceruals . ... .o e 708 590
Property and equipment ........ .. ... .. i 2,131 2,358
Warrants issued for SErvices .. ..ot 1,323 1,219
Deferred reveniie . ... .ot e 42 —
Alternative Minimum Tax credit ........ . i 35 35
Other, met ... 145 30

Total deferred tax assets . ... ..ottt $ 18,488 $ 16,964
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' ‘ 2005 2004
Deferred tax liabilities: : o : W o
Canadian investment credits. .. ........ .. e Dt oo $(1,637) -8 (796) . -
Acquired intangible assets........ s e e S, L (489) (586) °
Deferred revenue .........c5000 0 ..., e AT = . (69)
Total deferred tax liabilities .= ... ... ... .. U S8 (2126) 8 (1451)
Net deferred tax asset ........ e P Lol 8016362 $ 15,513
Valuation allowance . . ..... . X e o PR oL (16,362) . (15,513)
Deferred tax asset, net.......0............ e e e $ — 8 —

A valuation allowance is established if it is more hkely than not that all or a portion of the deferred tax
asset will not be realized. Accordingly, because of the Company’s operating history, management has provided
a valuation allowance for the full amount of the deferred tax asset due to the uncertainty of realization. The
valuation allowance has increased by $0.8 ‘million, $4.0 million and $1.2 million.in each of 2005, 2004 and
2003, respectively. Upon reversal of the valuation allowance, $2.4-million would be reversed against goodwill
as this amount relates to the valuation allowance established in the initial purchase pr1ce allocation of the
Company’s acquisition of White Amber and Recrmtforce com. :

The Company has available for future pcrlods U.S. federal tax opefating loss carry forwards of
approximately $29.3 million, which expire beginning in 2019 through 2025. In addition, the Company has
approx1mately $302 of loss carryforwards associated with stock option deductions. taken for tax purposes in
2005. When realized against future- taxable income, the tax benefit of the stock option deduction will be
recorded as an increase. to additional paid-in cap1ta1 The net operatmg loss carry forwards may be subject to
limitations provided in Internal Revenue Code (IRC) sections 382 and 383. The Company also has Canadian
federal and prov1nc1al tax operating, loss carry forwards of approximately $5.6 million, which expire begmnmg
in 200S. Following is a summary of ‘these operatmg loss carryforwards and the year of expiration:

Loss expiring during year

2006 ... ..., 8 926
2007 . S R cee 81,885
2008 ... e cee 8 916
2000 e LU 81,323
2010 00t SRR S $ 5T

Additionally, the Company has a combined total of $3.5 million in operating loss carry forwards from all
other jurisdictions in which it is subject to taxation. -

No provision has been made for U.S. or non-U.S. income taxes on the undistributed earnings of
subsidiaries as such earnings.are expected to be reinvested for the foreseeable future, the investments are
essentially permanent in duration, or the Company has concluded that no additional tax liability will arise as a
result of the distribution of such earnings. A liability could arise if amounts are distributed by such subsidiaries
or if such subsidiaries are ultimately disposed It is not practicable to estimate.the additional income taxes
related to permanenﬂy reinvested earnings in subs1d1arles

Compliance with income tax regulations requ1res the Company to make decisions relating to the transfer
pricing of revenues and expenses between each of its legal entities that are located in several countries. The
Company’s determinations include many decisions 'based on its knowledge of the underlying assets of the
business, the legal ownership of these assets, and the ultimate transactions conducted with customers and
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other third-parties. The Company is currently under examination by the Canada Revenue Agency (“CRA”™)
with respect to its assumptions and historical reporting relating to certain assets and transactions in which the
CRA has proposed a reassessment of Cdn $9.4 million in respect of our 1999 tax year. We are in the process of
disputing the reassessment. To the extent that the assumptions and historical reporting are determined to not
be compliant with the regulations prescribed by the CRA, the Company may be subject to penalties and
incremental income tax obhgatlons As the ultimate outcome of the examination is not known and due to the
nature of the regulations, management cannot estimate an amount that is probable as to any future potential
liability. If sufficient evidence becomes available allowing management to determine an estimable income tax
liability, management will then apply net operating loss carryforwards and carrybacks to the extent available
and reserve against-any remaining balance due by recording additional income tax expense in the period the
liability becomes probable and estimable.

The calculation of the Company’s tax liabilities involves dealing with uncertainties in the application of
complex tax regulations in multiple tax jurisdictions. The Company is periodically reviewed by domestic and
foreign tax authorities regarding the amount of taxes due. These reviews include questions regarding the
timing and amount.of deductions and the allocation of income among various tax jurisdictions. In evaluating
the exposure associated with various filing positions, the Company records estimated reserves for probable
exposures. Based on the Company’s evaluation of current tax positions, the Company believes it has
appropriately accounted for probable exposures.

Potential exposures generally result from the varying application of statutes, rules, regulations and
interpretations by different jurisdictions. The Company’s estimate of the amount of any required tax reserves
contains assumptions based on past cxpenences and judgments about the interpretation of statutes, rules and
regulations by taxing jurisdictions. Thé Company considers all future accumulated undistributed earnings of
its non-US controlled subsidiaries to be indefinitely reinvested and as such, no deferred taxes have been
recognized on such future earnings. It is not practical to estimate the taxes on such amounts.

14. Commitments and Contingencies

Operating Leases — The Company leases certain equipment; internet access services, and office facilities,
under non-cancelable operating leases or long-term agreements. Rental expense under these agreements for
the years ended December 31, 2005, 2004 and 2003 was approximately $6.1 million, $5.6 million and
$3.2 million, respectively.
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The minimum non- cancelable scheduled payments under these agreements are as follows' (in thousands):

Third Total
. ’ ~ Party Contractual
Capital Operatmg Facility Hosting Other Cash
) L ~ Leases 3 Leases Leases( 1) Facilities Contracts Obligations
2006 .. ... ... L e 8062300 83,898 $2,001 . $651 $113 $ 7,286
2007 ....... T 389+ 2,703 - 1,943 — 102 5,137
2008 .. ........ LR S 181 662 - 1,307 — 13 2,000
2009 ...... L - 2 1,173 — - 1,194
2010 oo e — = 968 — - '968
2011 ....... e e —_ = 989 — — 989
Thereafter ....... ... ..o - — 1,478 — — 1,478
Total contractual cash obligations ... 1,030 ' §7,284 $9.859  $651 $228 $19,052
Less amounts representing interest. . . 48 '
Present value of minimum lease )
payments under caprtal leases ... .. 982
Less current pomon e . 583

$ 399

(1) 1ncludes amounts for facilities lease _signed subsequent to December 31 2005 as further described in
-Note 20 — Subsequent Events. ‘ : N

' ,See note 6 for addmonal information regardlng capital leases

Litigation — The Company settled an employment termination dispute in March of 2005 for $42 and a
payment dispute with a vendor for $31 in June of 2005. The Company is in-various legal proceedings arising
from the normal course of business activities. In the opinion of management, resolution of these proceedings is
not expected to have a material adverse impact on the Company’s operating results or financial condition.
However, depending on the amount and timing, an unfavorable resolution of a matter could materially affect
the Company’s future operating results or financial condltron ina partlcular period.

In addition to pending litigation the Company has received the following notices of potential claims. The
holder of patent number 6,701,313B1 has verbally asserted that he believes our software products.infringe
upon his patent. Management has reviewed this matter and believes that the Company’s software products do
not infringe any valid and enforceable claim of this patent. In addition, a competitor has written us to request
that we enter into licensing discussions or advise them why we believe a functionality contained in some of our
product offerings is not covered by their patent number 5,999,939. Management has reviewed this matter and
believes that the Company’s software products do not infringe any valid and enforceable claim of this patent.
The Company believes that this patent would apply, if at all, to an optional feature of our product offerings
used by some of our customers. To date, we are not aware of any legal claim that has been filed against us

regarding these matters, but we can grve no assurance that claims will not be ﬁled

Indemnzﬁcatlon — The Company enters into standard indemnification agreements in the ordinary course
of business. Pursuant to these agreements, the Company agrees to indemnify, hold harmless, and reimburse
the indemnified party for lossés suffered or incurred by the indemnified party, generally customers, in
connection with any patent, copyright or other intellectual property infringement claim by any third party with
respect to the Company’s products. The term of these indemnification agreements is generally coterminous
with the term of the arrangement. The maximum potentral amount of future payments the Company could be
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required to make under these indemnification agreements is in some cases is unlimited. The Company has
never incurred costs to defend lawsuits or settle claims related to these indemnification agreements. As a
result, the Company believes the estimated fair value of these agreements is minimal.

Certain of the Company’s agreements also include clauses whereby the Company will indemnify the
customer from any and all damages, losses, judgments, costs and expenses for third party claims resulting from
acts of the Company, the Company’s employees or subcontractors that result in bodily injury, property
damage or other damages. The maximum potential amount of future payments the Company could be
required to make under these indemnification agreements is in some cases is unlimited; however, the
Company has general and umbrella insurance policies that would enable the recovery of a portion of many
amounts paid. The Company has never incurred costs to defend lawsuits or settle claims related to these
indemnification agreements. As a result, the Company believes the estimated fair value of these agreements is
minimal.

The Company has entered into an agreement for use of its contingent staffing solution and services that
contains broad indemnities that may obligate the Company to indemnify a certain customer for certain acts
and claims asserted by contingent workers. Typically, Taleo has secured a cross indemnity in its contracts with
the employers of such contingent workers that is equally broad or more broad than the indemnity obligations
of Taleo to the customer. The Company has incurred $5 to settle one lawsuit related to this indemnification
agreement. As a result, the Company believes the estimated fair value of this agreement is minimal.

As permitted under Delaware corporate law, the Company ‘has agreements with its directors whereby the
Company will indemnify them for certain events or occurrences while the director is, or was, serving at the
Company’s request in such capacity. The term of the director indemnification is perpetual as to events or
occurrences that take place while the director is, or was, serving at the request of the Company. The maximum
potential amount of future payments the Company could be required to make under these indemnification
agreements is unlimited; however, director and officer insurance policy limits the Company’s exposure and
enables the recovery of a portion of any future amounts paid. As-a result of insurance policy coverage, the
Company believes the estimated fair value of these indemnification agreements is minimal.

15. 'Employee Benefit Plans

The Company maintains a 401 (k) profit-sharing plan (the “401(k) Plan”) covering substantially all
U.S. employees. Employees are eligible for a discretionary contribution from the Company based on each
employee’s total contribution, not to exceed 6% of an employee’s compensation. The Company made no
discretionary contributions to the 401 (k) Plan durmg the years ended December 31, 2005, 2004 and 2003.

16. Net Loss Per Share

Basic and dlluted net loss per common share is calculated by dmdmg the net loss applicable to common
stockholders by the weighted-average number of Class A common shares outstanding during the period. Given
that the Class B common shares do not have any economic rights, and in accordance with Statement of
Financial Accounting Standards, or SFAS, No. 128 (“Earnings Per.Share”) and Emerging Issues Task
Force, or EITF, No. 03-6 (“Participating Securities and the Two Class Method under FASB Statement
No. 128”), the Comipany has determined that basic earnings per share should be calculated based only on the
outstanding Class A common shares. The Company has included 24,645 contingently issuable shares related
to the acquisition of White Amber in its. weighted-average number of Class A common outstanding for
purposes of calculating net loss per share for the year ended December 31, 2005 from the date of closing of the
Company’s initial public offering, October 4, 2005, as a result of the conversion of the contingently issuable
shares from Series D Preferred Shares to Class A Common Stock. Until the conversion, these securities were
antidilutive for the periods presented. :
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Diluted net loss per common share is.the same as basic net loss per common share, since the effects of
potentially.dilutive securities are antidilutive for all periods presented However, during periods of net income,
the earnings per share would be based on outstanding Class A Common Shares and Exchangeable Shares,
since the latter are participating, but have no legal requirement to fund losses. ‘Class B common shares are
non-participating in periods of net income or net losses and as a result have no attribution of earmngs or losses
for the purposes of calculating earnings per share. Currently antidilutive securities, which consist of
Exchangeable Shares, redeemable convertible preferred stock, stock options, and warrants that..ar¢’ not
included in the diluted net loss. per share calculation, aggregated on a weighted average sharg, basis to
15,694,615, 18,635,598, and 15,142,858 for the years ended December 31, 2005, 2004, and 2003, respectlvely
The share counts in 2004 and 2003 take into account the conversion rights of all preferred stock. These counts
in 2005 consider the conversion of the preferred stock into Class A Common Stock of the Company on
October 4, 2005, the date of the Company’s initial public offering.

A summary of the loss or earmngs applicable to each class of common shares is as follows:
‘ Year Ended December 31, . .

2008 - ' 2004 ) ' 2003
Class A ' Class B " "ClassA  ClassB' " ClassA Class B
Common Common(1)  Total: ~ Common Common(l) _ Total Common Common(1). " Total
Allocation of net loss ... $(5479) —  $(5479)$ (9,025)  — S$(9025)§ (4052)  —  $(4,052)
Weighted average shares . ' L _ ’
outstanding . ......... 4615 4,038 i 56 4,038 e 028 4,038

Net losspershare.'.:':.. $ (1.19)_ ﬂ$(161.16) - $(162.08)

(1) Class B common shares are non- part1c1pat1ng in periods of net income-or net losses and asa result. have
no attribution of earnings or losses for the purposes of calculating earnings per share. Exchangeable
Shares are participating securities but are not presented in the table since the Company incurred losses
for all reported periods and Exchangeable Shares have no legal requlrement to fund such losses maklng
them antldllutlve for all penods presented.

17. Segment and Geographic Informatlon

The Company follows the prov1s1ons of SFAS No. 131, “Dlsclosures about Segments of an Enterprrse
and related Information,” which establishes standards for réporting informatiori about operating segments in
annual financial statements and requires selected information about operating segments in interim:financial
reports issued to stockholders. It also established standards for disclosures about products and services, and
geographic areas. Operating segments are’ defined as components of an enterprise about which separate
financial information is available that is evaluated regularly by the chief operating decision maker, or-decision
making group, in deciding how to allocate resources and in assessing performance. The Company s chief
operating de01s1on maker is the’ Chref Executive Ofﬁcer of the Company. D :

The Company is orgamzed geographlcally and by hne of business. The Company has two major line of
business ‘operating segments: application and consulnng services. . PR R

- The application line of business is engaged in the development, marketing, hosting and support of the
Company’s software apphcatlons The consulting services line of business offers implementation, business
process reengineering, change management and educatron and training services.

The accounting policies of the line of busmess operating segments are the same as those described in the .
summary of significant accounting policies. The Company does not evaluate assets or capital expenditures by
operating segments. Consequently, it is not practrcal to show assets, capital expenditures, depreciation or
amortization by operating segment. .

'
|
1
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The followmg table presents a summary of operating segments (in thousands)

<o Apphcatlon Consulting Total
" 2003: L , . : , L
~ Revenue............. . P $36029  $ 7,606  $43635
Contribution margin(1)............ e L. 17411 1144 18,555
2004: L SO o .
Revenue........... R R Lo 49,010 19,640 58,650
 Contribution margin(1) ..:........ P . 18451 1,364 19,815
2005: - R S L
U Revenue........................ e . 63296 15114, 78410
Contribution margin(1) ............... ... ... .ccoo... $30,190  $ 4,056  $34,246
The contribution margins reported reflect only the expenses of the line of business and do not represent

(D

the actual margins for each operating segment since they do not contain an allocation for selling and
- marketing, general and administrative, and other corporate expenses incurred in support of the line of

business.

Profit Reconciliation (in thousands):

Years' Ended December 31,

) 2005 2004 . 2003
Contribution margin for reportable Segments. .............. $ 34,246 % 19,815 § 18,555
Sales and marketing . ..........0... e e e (22,544)  (18,153) (14,767)
* General and adm1n1strat1ve ........ U (10,310) (7,161)  (4,726)
Charge for in-process reseaich and development .. ..... L — - (150)
Restructuring charges .............. ... ... .. .... e (804) —
Interest and other income, expense, net................... (3,079) (238) (131)
$ (5737) $ (1,219)

Loss before provision for income taxes. . ... TP $ (2,491)

Geographxc Information:

. - On January 1, 2005 the Company adopted a new 1ntercompany distribution arrangement with its
_ forelgn subsidiaries. In connection with this arrangement and during .the 2005 transition. year, each
. subsidiary will be funded on a cost plus basis, with the exception of the Canadian operating subsidiary,
which will continue to retain the revenue from sales generated in Canada net of a royalty paid to the
Company for the right to use and distribute in Canada certain intellectual property owned by the
Company. Research and development conducted by the Canadian operatmg subs1d1ary is funded on a

cost plus basis in accordance with transfer pricing guldehnes
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Revenue attributed to a country or region includes sales to.multinational organizations and are based on
the country of 1ocat10n of the contractmg party. Revenues as a percentage of total revenues are as follows:

i Umted States = Canada Europe Other ’ Total

Year Ended December 31, 2003 — I S
.Rcve.nues e FEERTREN $37{0?5f o $ 5,095 $1,342° $ 103  $43,635
Assets......... IR Lo 31,038 9364 1237 208 42,057
Year Ended December 31, 2004 — o . |

' ~Revenues ............ e o 50,033 5,272 2,159 1,186 58,650
ASSEtS ... S UL 25081 10903 1445 1219 38,648

- Year Ended December 31, 2005 — - C ' , P

Revenues ........... ... ... ... .. © 69,077 5,542 - 2,610 . 1,182 78,410
ASSets ..oy R (85005 12400 LI0S 488 99,000

During the years ended December 31, 2003, 2004 and 2003 there were no customers that 1nd1v1dually'
represented greater than 10% of the Company’s total revenue and as at. December 31, 2005 and 2004, no
customer represented greater. than 10% of the Company’s accounts receivable.

~ All goodwill and intangible assets for all reported.years are located in. the United States. -,

i

18. Severance and Exit Costs

During the, year ended December 31, 2005, the Company approved’ and executed restructuring plans to
align the Company’s cost structure with existing market conditions and'to create a more efficient organization.
In connection with these plans, the Company recorded a charge of $0.8 million in 2005. There were no
restructuring costs, in. 2004 or 2003.:This charge included costs associated with workforce reduction of
$0.7 million and consolidation of excess facilities of $0.1 million. Adjustments to the restructuring reserves will
be made in future periods, if nccessary, based upon actual events and circumstances at the time all amounts
were paid during 2003. -

Workforce reduction charges include the cost of severance and réiated benefits of ‘employees affected by
the restructuring activities. Excess facility costs represent remaining lease commitment payments, net of
expected sublease revenue, and ‘other costs related to the closure of certam corporate facilities and sales
offices. oo s S . U
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19. Selected Quarterly Fmancral Data (Unaudlted)

The operatmg results for each of the quarters in the years ended December 3l 2005 and 2004 have been
restated to-give effect to the restatement as described in Note 2. Selected summarrzed quarterly financial
information for the year ended December 31, 2005 and 2004 is as follows: - -

Ist Quarter " 2nd Quarter - 3rd Quarter  4th Quarter Fiscal Year
(In thousands, except per share data)

2005 r
s $18,157  $19,307  $19,903  $21,043  § 78410
Gross profit .. ........oooivnns oo 11,893 12,469 12,938 13,633 50,933
Operating income (loss) ......... ol (581) 194 853 - 122 588
Net income (1088) ... oevvennnnenns (772) - (417)  (L617) - 311 (2,495)
Net loss attributable to Class A common B
stockholders per share — bas1c and . S
diluted . ... e $(23.17) - $(1445)  $(16.74)  $ (0.00) § (1.19)
2004 L L \ R :
Revenue ............. NS AR . 13,400 14,842 15321 15,087 58,650
Gross profit.............. ST 8289 - 8,961 9572 7 8,925 35,747
Operating income (loss) .......... Lo (2186) - (1,664) 379 . (2,028) (5,499)

Net income- (loss) ........ P SETRS (2,304) (1,703) 260 (1,979) (5,726)

Net loss attributable to Class A common
stockholders per share — basrc and o o S A :
diluted ........... ... .l ERRECETT $(72,19) $(45.00) $ (9.43) $(44.30)  $(161.16)

The following table outlines the effects of the restatements descnbed above for quarters that have been
prev1ously reported by the Company -

"As originally : L
Reported As Restated Change

-Three months-ended June 30, 2003

Accrual of dividends-and issuance costs on preferred ' .
. stocks ... P L. % (689) $ (869) $ (180) .

Net loss attributable to Class A common stockholders 8 (L,106) $ (1,286) $ (180)

Net loss attributable to Class A common stockholders
per share — basic and diluted: .................. .. $ (1243) $ (1445 § (2.02)

Three months ended June 30,.2004

Accrual of dividends and issuance costs on preferred
SEOCK: . $ (687) $ (817} $ (130)

Net loss attributable to Class A common stockholders .. $§ (2,390) § (2,520) § (130)

Net loss attributable to Class A common stockholders
per share — basic and diluted: .................... $ (4268) § (45.00) $ (2.32)

Three months ended September 30, 2005
Accrual of dividends and issuance costs on preferred

stocks .. $§ (689) § (877) $ (188)
Net loss attributable to Class A common stockholders .. $ (2,306) $ (2,494) $ (188)
Net loss attributable to Class A common stockholders ‘ A

per share — basic and diluted: .................... § (1548) $ (16.74) $ (1.26)
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As originally

Reported As Restated Change
_Three months ended September 30, 2004
Accrual of dividends and issuance costs on preferred '

stocks ... e (687) (826) (139)
Net loss attributable to Class A common ‘stockholders . (427) (566) S (139)
Net loss attributable to Class A common stockholders | o ,

per share — basic and diluted: .................... $ (7.12) & (943) § (231)

Six months ended June 30, 2005 v
Accrual of dividends and issuance costs od preferred :

SEOCK: © . S (1,378) (1,719) (341)
Net loss attributable to Class A common stockholders . . (2,567) (2,908) (341)
Net loss attributable to Class A common stockholders ,
~ per share — basic and diluted: ...... .. e . % (3249) § (3681) $ (4.32)

Six months ended June 30, 2004
Accrual of dividends and issuance costs on preferred

SEOCK: .« ot P (1,374) (1,617) (243)
Net loss attributable to Class A common stockholders . . (5,381) {5,624) (243)
Net loss attributable Class A to common stockholders

per share — basic and diluted: .................... $ (109.82) $ (114.78) §$ (4.96)

Nine months ended September 30, 2005
Accrual of dividends and issuance costs on preferred

STOCK: Lo (2,067) {2,596) (529)
Net loss attributable to Class A common sfockholders . (4,873) (5,402) (529)
Net loss attributable to Class A common stockholders

per share — basic and diluted: ......... S $ (47.77) $§ (5296) $ (5.19)

Nine months ended September 30, 2004

Accrual of dividends and issuance costs on preferred :
SEOCK: Lo e $ (2,061) $§ (2443) § (382)

Net loss attributable to Class A common stockholders .. $ (5,808) §$ (6,190) § (382)
Net loss attributable to Class A common stockholders

1

per share — basic and diluted: ......... e $ (109.59) $ (116.79) § (7.20)

Balance sheet at June 30, 2005

Property and equipment, net............. JU $ 6245 § 6379 $ 130

Accounts payable and accrued liabilities . . . .......... $ 11,053 $ 11,065 § 12

Series A,B,C and D Preferred Stock ... ... e, $ 50,763 $ 52,132 $ 1,369
Balance sheet at September 30, 2005 ‘ ‘

Property and equipment, net............. .......... $ 6208 $ 6,346 $ 138

Accounts payable and accrued liabilities ... ,.......... $ 13,834 § 13848 § 14

Series A,B,C and D Preferred Stock ................. $ 51,451 $ 53,008 § 1,557
Balance sheet at December 31, 2004 ‘:

Property and equipment, net.............. e, $ 6768 $ 6901 $ 133

Accounts payable and accrued labilities ... ........... $ 9725 $ 9737 $ 12

Series A,B,C and D Preferred Stock ... .. .. e $ 49,385 $ 50413 $ 1,028




TALEO CORPORATION AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

20. Subsequent Events

On March 16, 2006, the company entered into a lease agreement for office space consisting of
approximately 35,424 square feet. This office space will serve as the company’s new principal executive offices.
The term of the lease is for seven years, commencing on June 15, 2006, with one option to renew the lease for
an additional term of five years. The company will pay base rent ranging from approximately $52 per month to
approximately $85 per month, in addition to operating expenses and allocated taxes, for the duration of the
lease term. Amounts under this lease have been shown in the table in Note 14 — Commitments and

Contingencies.
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ITEM 9. CHANGES IN AND DISAGREEMENTS WITH ACCOUNTANTS ON.ACCOUNTING AND
FINANCIAL DISCLOSURE

None.

ITEM 9A. . CONTROLS AND PROCEDURES
Evaluation of Disclosure Controls and Procedur:es

Our management evaluated, with the participation of the chief executive officer and chief financial
officer, the effectiveness of our disclosure controls and procedures, as such term is defined under
Rule 13a-15(f) of the Securities Exchange Act of 1934, as of the end of the period covered by this Annual
Report on Form 10-K. Based on this evaluation, the chief executive officer and chief financial officer have
concluded that because of the material weaknesses in internal control over financial reporting described below,
our disclosure controls and procedures were ineffective as of December 31, 2005 to ensure that information we
are required to disclose in reports that we file or'submit under the Securities Exchange Act of 1934 (i) is
recorded, processed, summarized and reported within the time periods specified in Securities and Exchange
Commission rules and forms and (ii) is accumulated and communicated to our management, including our
chief executive officer and our chief financial oﬁicer as appropriate to allow timely decisions regarding
required disclosure.

In December 2005, and in connection with the audit of the consolidated financial statements for the year
ended December 31, 2005, we identified a failure to properly account for the accrual of dividends on the
Company’s Series C and D preferred stock in the amount of $1.6 million resulting from a deficiency in the
operating effectiveness of controls. The Company’s controls over the accuracy of the original calculation did
not detect that such calculation was not in accordance with the preferred stock terms. The financial statement
accounts affected were accrued dividends and net loss attributable to common stockholders. The misstatement
from the deficiency was ‘deemed material to the consolidated financial statements and required financial
statement restatement of historical periods. In addition, we also identified a failure to properly record fixed
assets and- related depreciation expense in the amount of $27, ($78) and ($71) for the years ended
December 31, 2005, 2004-and 2003, respectively, resulting from a deficiency in the operating effectiveness of
controls. The Company’s controls over fixed asset activity did not detect the errors. The financial statement
accounts affected were fixed assets, accumulated depreciation and depreciation expense. The misstatements,
although not material to.the historical periods, were considered material to the fourth quarter of 2005 and as

such required financial statement restatement of historical periods.
b

We also identified failures to appropriately apply GAAP to certain aspects of our financial reporting
resulting from-the lack of a properly designed findncial reporting process and a lack of sufficient amount of
technical accounting expertise. Certain of such deficiencies were also deemed to be material weaknesses.

Changes in Internal Control over Financial Reporting

We are in the process of reviewing and'redes\igning internal controls ‘over financial reporting related to
closing procedures and processes. Specifically, we have undertaken the following actions during 2005 and the
first quarter of 2006:

+ purchased a new general accounting system; a new system for accounting for revenue and deferred
revenue; and a new system for accounting fpr stock options;

* begun to implement and documént policies around closing processes; and

+ improved detective controls wrth greater ﬁnanc1a1 analysis around operatlonal metrics that drrve our
~ financial results; :

+ hired personnel with more experience in financial reporting and accounting process than the incumbent
group and are seeking additional technical accounting resources;
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» begun the process of transferring certain of our accounting functions to our head office;

» begun the process of benchmarking our internal financial operations and implementing best practices in
various business processes.

We believe these steps, when completed and fully implemented, will constitute all of the material steps
required to address our material weaknesses. We expect to continue to enhance our internal controls over
financial reporting by adding resources in key functional areas and to take steps to bring our documentation,
segregation of duties, systems security and transactional control procedures to a level required under Auditing
Standard ‘No. 2. We have discussed and disclosed these matters to the audit committee of our board of
directors and will continue to do so. We currently expect to complete the majority of these remedial steps by
the third quarter of 2006. However, we can not be certain that the completion of these steps will remediate all
of the known weaknesses. We believe the costs associated with these remedial measures will be material,
including costs associated with the purchases of new accounting systems and for third party consulting related
to improvements over our internal control over financial reporting pursuant to Section 404 of the Sarbanes-
Oxley Act of 2002.

The steps addressed above constitute changes in our internal controls over financial reporting during the
quarter ended December 31, 2005 that have materially aﬂ”ected or are reasonably likely to matenally affect,
our internal controls over financial reporting. :

ITEM 9B. OTHER INFORMATION

‘None.

PART I

ITEM 10. DIRECTORS AND EXECUTIVE OFFICERS OF THE REGISTRANT

The information required by this item concerning our directors, compliance with Section 16 of the
Securities and Exchange’ Act of 1934 and our code of ethics that applies-to our principal executive officer,
~ principal financial officer and principal accounting officer is incorporated by reference to the information set
forth in the sections under the headings “Election of Directors,” “Section 16(a) Beneficial Ownérship
Reporting Compliance” and “Election of Directors — Corporate Governance Matters — Code of Business
Conduct ‘and Ethics” in our Definitive Proxy Statement to be filed with the Securities and Exchange
Commission in connection with the Annual Meeting of Stockholders to be held on June 15, 2006 (the “2006
Proxy Statement”).

Information regarding our executive officers is set forth in Item 1 of Part I of this Report under the
caption “Executive Officers of the Registrant.” :
ITEM 11. EXECUTIVE COMPENSATION
The information required by this item is incorporated by reference to the information in the 2006 Proxy
Statement under the heading “Executive Compensation.”
ITEM 12. SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OWNERS AND MANAGEMENT
AND RELATED STOCKHOLDER MATTERS

The information required by this item is incorporated by reference to the information in the 2006 Proxy
Statement under the headings “Equity Compensation Plan Information” and “Security Ownership of Certain
Beneficial Owners and Management.”

ITEM 13. CERTAIN RELATIONSHIPS AND RELATED TRANSACTIONS

The information required by this item is incorporated by reference to the information in the 2006 Proxy
Statement under the heading “Certain Relationships and Related Transactions.”
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ITEM 14. PRINCIPAL ACCOUNTING FEES AND SERVICES

The information required by this item is incorporated by reference to.the information in the 2006 Proxy
Statement under thé heading “Rauﬁcauon of. lndependent Reglstered Pubhc Accountlng F1rm Principal
Accountmg Fees and Services.”

“PART IV

ITEM 15. EXHIBITS, FINANCIAL STATEMENT SCHEDULES
(a) The following documents are filed as part of this Report:

1. Financial Statements.. The information concerning our financial statements, and Report of
Deloitte & Touche LLP, Independent Registered Public Accounting Firm required by this Item is
incorporated by reference herein to the section of this Report in Item 8§, entltled “Financial Statements
and Supplementary Data.”

i

2. Financial Statement Schedules.

The Financial Statement Schedules not listed have been omitted because they are not applicable or
are not required or the information requiréd to be set forth herein is included in the Consolidated
Financial Statements or Notes thereto.

3. Exhzbzts See Item 15(b) below, We have filed, or 1ncorporated into this Report by reference,
.the exhibits listed on the accompanymg Index to Exhibits 1mmed1ately following the signature page of
this Form 10-K.

(b) Exhibits:

We have filed, or incorporated into the Reﬁort by reference, the exhibits listed on the accompanying
Index to Exhibits immediately. following the s1gnature page of this Form -10-K.,

(c) Financial Statement Schedules

- See Item 15(a) above.
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SIGNATURES

Pursuant to the requ1rements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the
registrant has duly caused this report to be signed on its behalf by the undersigned, thereunto duly authorized.

TALEO CORPORATION

By: /s/ DIVESH SISODRAKER

"Divesh Sisodr'aiker
Chief Financial Officer

Date: April 17, 2006

: POWER OF ATTORN EY

KNOW ALL PERSONS BY THESE PRESENTS, that each pcrson whose 51gnature appears below
constitutes and appoints Michael Gregoxre and Divesh' Sisodraker, his attorney- in-fact, each with the power of
substitution, for him in any and all capacities, to sign any amendments to this Annual Report on Form 10-K,
and to file the same, with exhibits thereto and other documents in connections therewith, with the Securities
and Exchange Commission, hereby ratifying and conforming all that each of said attorneys-in-fact, or his
substitutes, may do or cause to be done by virtue of hereof.

Pursuant to the requirements of the Securities Exchange Act of 1934, this report has been signed below
by the following persons on behalf of the registrant and in the capacities and on the dates indicated.

Signature ' Title o Date

/s/  MICHAEL GREGOIRE President, Chief Executive April 17, 2006
Officer and Director
(Principal Executive Officer)

Michael Gregoire

/s/ DIVESH SISODRAKER Chief Financial Officer April 17, 2006
Divesh Sisodraker v (Principal Accounting
and Financial Officer)

/s/ Louis TETU Executive Chairman of April 17, 2006
Louis Tetu the Board of Directors

/s/ MARK BERTELSEN Director : April 17, 2006
Mark Bertelsen

/s/ HowaARD GWIN Director April 17, 2006
Howard Gwin
"~ /s/ ERIC HERR Director April 17, 2006
Eric Herr
/s/ JAMES MAIKRANZ : Director April 17, 2006

James Maikranz
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Signature } o Title Date
/s/ _JEFFREY SCHWARTZ L " Director ~ April 17, 2006
Jeffrey Schwartz '
/s/ _MICHAEL TIERNEY e - ‘Di‘recfour_ o © April 17, 2006 -

Michael Tierney
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Exhibit
Number .

EXHIBIT INDEX

Description

2.1

2.2

3.1

32

a4l
42
4.3
44

10.1%

10.2%

103
10.4*
10.5%

10.6*

‘Agreement and Plan of Merger, dated October 21, 2003, between the Regis’frant, Kangaroo

Acquisition Corporation and White Amber, Inc. (incorporated herein by reference to Exhibit 2.1 to
the Registrant’s Registration Statement on Form S-1, Commission File No. 333-114093, filed on
March 31, 2004) ' -

Agreement and Plan of Merger, dated March 10, 2005, between the Registrant, Butterfly Acquisition
Corporation and Recruitforce.com, Inc. (incorporated herein by reference to Exhibit 2.2 to the
Registrant’s Registration Statement on Form 10-12G, Commission File No. 000-51299, filed on May
2, 2005) ‘ :
Amended and Restated Certificate of Incorporation (incorporated herein by reference to Exhibit 3.1
to the Registrant’s Registration Statement on Form S-1, Commission File No. 333-114093, filed on
September 13, 2005) ‘

Bylaws (incorporated herein by reference to Exhibit 3.2 to the Registrant’s Registration Statement
on Form S-1, Commission File No. 333-114093, filed on May 13, 2004)

Form of Class A common stock certificate (incorporated herein by reference to Exhibit 4.1 to the
Registrant’s Registration Statement on Form S-1, Commission File No. 333-114093, filed on
September 13, 2005)

Form of Class B common stock certificate (incorporated herein by reference to Exhibit 4.2 to the
Registrant’s Registration Statement on Form S-1, Commission File No. 333-114093, filed on

- September 13, 2005)

Second Amended and Restated Investor Rights Agreement, dated October 21, 2003 (incorporated
herein by reference to Exhibit 4.3 to the Registrant’s Registration Statement on Form S-1,
Commission File No. 333-114093, filed on March 31, 2004)

Covenant Agreemeﬁt, dated November 24, 1999, between the Registrant and ViaSite Inc. (incorpo-
rated herein by reference to Exhibit 4.4 to the Registrant’s Registration Statement on Form 10-12G,
Commission File No. 000-51299, filed on May 2, 2005)

1999 Stock Plan and form of agreement thereunder (incorporated herein by reference to Exhibit 10.1
to the Registrant’s Registration Statement on Form S-1, Commission File No. 333-114093, filed on
March 31, 2004)

ViaSite Inc. Stock Plan (incorporated herein by reference to Exhibit 10.2 to the Registrant’s
Registration Statement on Form S-1, Commission File No. 333-114093, filed on March 31, 2004)

2003 Series D Preferred Stock Plan and form of agreement thereunder (incorporated herein by
reference to Exhibit 10.3 to the Registrant’s Registration Statement on Form S-1, Commission File
No. 333-114093, filed on March 31, 2004)

2004 Stock Plan and form of agreement thereunder (incorporated herein by reference to Exhibit 10.4
to the Registrant’s Registration Statement on Form S-1, Commission File No. 333-114093, filed on
January 28, 2005)

2004 Employee Stock Purchase Plan (incorporated herein by reference to Exhibit 10.5 to the
Registrant’s Registration Statement on Form S-1, Commission File No. 333-114093, filed on
January 28, 2005)

2005 Stock Plan and form of agreement thereunder (incorporated herein by reference to Exhibit
10.24 to the Registrant’s Registration Statement on Form S-1, Commission File No. 333-114093,
filed on September 13, 2005)




Exhibit
Number

Description

10.7*

10.8*
10.9%
10.10*
10.11*
10.12*

10.13*

10.14*

10.15*

10.16

10.17

10.18

10.19

10.20

211
23.1
24.1
31.1
312
32.1

Employment Agreement, dated March, 14, 2005, between the Registrant and Michael Gregoire
(incorporated herein by reference to Exhibit 10.16 to the Registrant’s Registration Statement on
Form 10-12G, Commission File No. 000-51299, filed on May 2, 2005)

Employment Agreement, dated March 8, 2006, between the chistrant and Divesh Sisodraker
Employment Agreement, dated March 8, 2006, between the Registrant and Bradford Benson
Employment Agreement, dated March 8, 2006, between the Registrant and Jeffrey Carr
Employment Agreement, dated March 8, 2006, between Taleo (Canada) Inc. and Guy Gauvin

Cessation of Employment and Board Compcnsatlon Agreement, dated March 8, 2006, between the
Company and Louis Tetu

Executive Incentive Bonus Plan (incorporated herein by reference to Exhibit 10.1 to the Registrant’s
Current Report on Form §-K filed on February 28, 2006)

Form of Indemnification Agreement entered into by the Registrant and each of its directors and
executive officers (incorporated herein by reference to Exhibit 10.6 to the Registrant’s Registration
Statement on Form S-1, Commission Fi]e No. 333-114093, filed on March 31, 2004)

Description Qf Director Compensation (incorporated herein by reference to Exhibit 10.1 to the
Registrant’s Current Report on Form 8-K filed on December 20, 2005)

Agreement, dated Septem'ber 1, 2002, between the Registrant and Internap Network Services
Corporation (incorporated herein by reference to Exhibit 10.13 to the Registrant’s Registration
Statement on Form S-1, Commission Fi}e No. 333-114093, filed on January 28, 2005)

e-business Hosting Agreement, dated June 30, 2003, between the Registrant and International
Business Machines Corporation (incorporated herein by reference to Exhibit-10.12 to the Regis-
trant’s Registration Statement on Form S-1, Commission File No. 333-114093, filed on January 28,
2005)

Lease for 575 Market Street, E1ghth Floor San Francisco, California (incorporated herein by
reference to Exhibit 10.9 to the Registrant’s Registration Statement on Form S-1, Commission File
No. 333-114093, filed on September 13, 2005)

Lease for 330 St. Vallier East, Suite 400, Quebec, QC, Canada (incorporated herein by reference to
Exhibit 10.10 to the Registrant’s Registration Statement on Form S-1, Commission File No. 333-
114093, filed on May 13, 2004)

Lease for 4140 Dublin Blvd., Suite 400; Dublin, California (incorporated herein by reference to
Exhibit 10.1 to the Registrant’s Current Report on Form 8-K filed on March 22, 2006)

List of Subsidiaries

Consent of Deloitte & Touche LLP Independent Registered Public Accounting Firm

Power of Attorney (see the signature page of this Annual Report)

Certification of Chief Executive Ofﬁccr'pnrsuant to Section 302 of the Sarbanes-Oxley Act of 2002
Certification of Chief Financial Officer pnrsuant to Section 302 of the Sarbanes-Oxley Act of 2002

_ Certification of Chief Executive Officer and Chief Financial Officer pursuant to 18 U.S.C. Section

1350, as adopted pursuant to Section 906 of the Sarbancs(—Oxley Act of 2002

* Indicates management compensatory plan, contract or arrangement.
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